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CITY OF LODI 
INFORMAL INFORMATIONAL MEETING 

"SHIRTSLEEVE" SESSION 
CARNEGIE FORUM, 305 WEST PINE STREET 

TUESDAY, MAY 2, 2006 
 
An Informal Informational Meeting ("Shirtsleeve" Session) of the Lodi City Council was held Tuesday, 
May 2, 2006, commencing at 7:00 a.m. 
 
A. ROLL CALL 

Present: Council Members – Beckman, Hansen, Johnson, Mounce, and Mayor Hitchcock 

 Absent:  Council Members – None 

Also Present: City Manager King, City Attorney Schwabauer, and City Clerk Blackston 
 
B. TOPIC(S) 
 

B-1 “Pension issues” 
 
Janet Hamilton, Management Analyst, reported that pension plans were established in the 
early 20th century and were designed to help organizations retain employees and keep 
direct compensation and taxes lower.  Originally, most pensions were defined benefit plans.  
In 1978, passage of the Revenue Act added section 401K, which allowed individuals to 
invest retirement savings.  She noted that employer-sponsored plans typically have a team 
of professionals making the investments with significantly larger sums of money compared 
with individuals with far less purchasing power.  Defined contribution plans are more mobile 
since they allow workers to take their pensions with them as they change jobs.  The 
California Public Employees Retirement System (PERS) was established in 1931, and the 
City of Lodi began participating in 1966.  In the late 1990s, the State Legislature enacted 
benefit enhancements for public sector employees.  Lodi and many other agencies moved 
to 3% at 50 years for public safety employees and remained at 2% at 55 years for 
miscellaneous employees.  Subsequent investment losses coupled with enhancements 
caused a substantial increase in employee contribution rates.  PERS manages pensions 
and healthcare benefits for more than 1.4 million employees and has collected $3.2 billion 
in employee contributions and $5.8 billion in employer contributions.  Defined benefit plans 
promise a specific benefit at retirement.  Investment risk and portfolio management is the 
responsibility of the employer.  In Lodi, the employees’ share is 9% for public safety and 
7% for miscellaneous employees, though the City of Lodi pays both.  Employee 
contributions are usually fixed, while employer contributions usually exceed the employee 
contribution and vary depending on returns.  The annual employer contributions include the 
normal cost and unfunded liability.  Normal cost is what the plan costs without taking into 
account actuarial losses or gains.  If pension fund assets fall short of the liability due to 
lower than expected investment returns, the result is unfunded liabilities.  Administrators of 
pension funds spread out payments of unfunded liabilities over a period of years to smooth 
the impact on rates.  Defined contribution plans require that a specific amount of money be 
set aside for the benefit of the employee.  Employees accrue benefits over their work life 
and receive a life annuity at retirement.   
 
Deputy City Manager Krueger reported that in 1995-96 member contributions in PERS 
totaled over $1.3 billion and employer contributions were $1.8 billion.  Investments and other 
income of the entire PERS system was just over $13 billion.  In 2004-05, the member 
contribution increased to $3.176 billion, employer contributions were $5.8 billion, and 
investments and other income for the entire PERS system was $21.9 billion.  In Lodi, 
employer contributions have been as low as $1.6 million in 1999-00 to as high as 
$7.2 million in 2005-06.  PERS investment performance is the main reason why employer 
rates have changed.  The PERS board has stated it will use a 30-year period of time to 
smooth out investment gains and losses so that, in the future, there would not be dramatic 
reductions or increases in rates.   
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Mr. Krueger reported that the League of California Cities formed a task force, which has 
made the following recommendations: 

Ø Use a defined benefit plan; 

Ø Roll back and repeal plans providing benefits that are not financially sustainable; 

Ø Offset in the pension payoff in PERS, 50% of the amount that would be received under 
social security; 

Ø Cap payout for miscellaneous employees at 100% of what the employee’s salary was 
at the time they retired and 9% for public safety employees; 

Ø Move retirement age from 50 to 55 years for public safety employees and retain 55 
years for miscellaneous employees; 

Ø Repeal the highest one-year compensation with the highest three-years compensation 
for public safety employees; 

Ø Employees should have responsibility for rates that are needed above the normal cost 
threshold; 

Ø Establish resources that help smooth the volatility of the pension benefit costs; 

Ø Restrict benefits of the disability pension provision of the public retirement system 
restrict benefits when a public employee can continue to work; 

Ø Retain transferability of benefits across public sector employers; 

Ø Minimize any disparity between current and prospective public agency employees; 

Ø Any reductions or changes to current defined benefit plans should be considered in 
context with other compensation issues across all public agency employers; and 

Ø The membership of the public employees and retirement system board should be 
changed to achieve a better balance of employer, employee, and public agency 
representatives. 

 
Mr. Krueger noted that Lodi’s contract with PERS states that part-time employees will not 
be enrolled in PERS.  PERS has stated that part-time employees working more than 1,000 
hours a year should be enrolled in PERS.  The task force recommendation was that 
employers have flexibility in determining when part-time employees are entitled to public 
pension benefits.   
 
City Manager King explained that employees have realized that if the 7% (employee’s 
contribution that the City pays) is added to the base and employees pay their share, it 
moves the base up for retirement purposes, which is advantageous to them.  He reported 
that the City pays into social security for part-time employees.  The Public Agency 
Retirement System has a product that costs less than social security and is fully qualified 
to meet the City’s legal obligation.  In the mid-1980s, it was common for PERS contracts to 
exclude part-time employees.  The PERS board stated that employees who work in excess 
of 1,000 hours a year should be part of the PERS system.  Lodi’s contract with PERS 
states that its plan excludes persons compensated on an hourly basis.  He felt that the 
City should reaffirm the language of its contract with PERS and exclude part-time 
employees and that they not be enrolled in PERS when exceeding 1,000 hours.  He 
anticipated that miscellaneous employees will want an equivalent to public safety 
employees 3% at 50 years, which would be 2.7% at 55 years.  He mentioned that it might 
be beneficial to ask for a “fresh start” on the City’s actuarial, as it may decrease the level at 
which to begin the 30-year smoothing.  The PERS board stated that 90% of assets need to 
be maintained at all times to keep the portfolio whole, though with a longer smoothing, it is 
now stating that it can be dropped to 80%.  PERS is setting the high end of the portfolio at 
120%. 
 
Police Chief Adams reported that last year while serving as President of the California 
Peace Officers Association he regularly met with the Governor, Presidents of CalChiefs and 
CalSheriffs, the League of California Cities, California Fire Chiefs Association, and actuaries 
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from PERS, and found that this issue was market driven and that the enhanced benefits 
contributed only a small percentage to the increase in 2000-01.  If the State of California 
had a rate stabilization plan in place ten years ago, the situation today would not be as 
dire.  He felt it was important that the City stay competitive so that it can continue to attract 
and retain employees. 
 
Public Works Director Prima stated that the pension rates in 2004-05 were at or lower than 
the 1980s and into the early 1990s.  He felt that this issue was not the crisis that some 
were making it out to be.  He pointed out that dollars and percentages should be 
considered separately because dollars will increase over the years due to inflation, salaries, 
number of employees, etc.  He noted that projections were not presented today and hoped 
that Council would take it into consideration as well. 
 
Community Development Director Hatch stated that the competitiveness of the total benefit 
package is very important for recruitment and retention of employees. 
 
Fire Chief Pretz hoped that Council would not consider any type of defined contribution 
program. 
 
Mayor Hitchcock asked the City Manager to report back on actual costs related to the 
program. 

 
C. COMMENTS BY THE PUBLIC ON NON-AGENDA ITEMS 
 

• Georgiana Reichelt spoke against recent immigration rallies and felt that illegal aliens should be 
treated as criminals.  She stated that billions of dollars have been wasted trying to teach 
English in schools, when parents refuse to speak the language at home to their children.   

 
D. ADJOURNMENT 
 

No action was taken by the City Council.  The meeting was adjourned at 8:32 a.m. 
 
       ATTEST: 
 
 
 
       Susan J. Blackston 
       City Clerk 
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AGENDA TITLE: Pension Issues 

MEETING DATE: May 2,2006 

PREPARED BY: 

RECOMMENDED ACTION: 

Jim Krueger, Deputy City Manager 

City Council has requested an analysis of the City’s Costs for 
providing retirement benefits to employees and options for 
mitigating future cost increases. This has been and will continue to 

be an important topic of discussion at local, state and national levels. The challenge faced by Lodi in 
particular is that the cost for providing retirement benefits for City employees has risen from $2.4 million 
in fiscal year 2002-03 to an estimated $ 7.2 million for fiscal year 2005-06. Staff will make a power point 
presentation to outline the financial challenge the City of Lodi faces in this area and to provide Council 
with a preview of possible alternatives for resolving these long term issues. Staff invites your comments 
on possible future Council discussions on this subject. 

BACKGROUND INFORMATION: The main reason for this increase in costs is that employer rates 
have increased from 0% of salaries (as of 2002/03 for both public 
safety and miscellaneous employees) to 12% and 30% of salaries 

for miscellaneous and public safety employees respectively (as of 2005/06). The Public Employees 
Retirement System (PERS) is a defined benefit system. The retirement payout in a defined benefit 
system is based on a formula that multiplies three factors together. The three factors are: 1) number of 
years of service, 2) the highest salary over one or three years (one for public safety and three for 
miscellaneous employees) and 3) a percentage of base salary (3% at 50 years-old [public safety] and 2% 
at 55 years-old [miscellaneous employees]). 

The cost to the employer for funding this retirement payout is based on three factors which vary over the 
course of time and cause the cost to vary over time as well. The rates paid by employers to fund the 
payout of the benefits are determined actuarially and take into account, the average age of employees, 
earnings on the investments held by PERS and any changes in the benefits formula described above. Of 
these three factors, the one that has resulted in the greatest impact to all cities is that PERS investments 
suffered losses of $12.2 billion in 2001 and $9.7 billion in 2002. These losses were not fully reflected until 
the employer rates for fiscal year 2005/06 were implemented by PERS. There is very little that employers 
can do to affect the earnings rates on PERS investments and therefore must take other actions to 
effectuate a change in the cost for funding the current retirement system. The challenge is to address the 
areas which the City has some control over the underlying factors contributing towards the rising costs of 
retirement. 

OPTIONS TO MEET THE CHALLENGE 

The challenge faced by all California public agencies is to identify areas for which they can control rising 
costs of retirement. These areas have been identified in the “Pension Reform Task Force of the League 
of California Cities.” The report from this Task Force is attached. 
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Following are some options available to mitigate these costs as recommended by the League’s Task 
Force: 

0 

0 

0 

0 

0 

0 

0 

0 

. 

Maintain the deferred benefit plan as the central pension plan for public employees in California 
and rollbackhepeal public retirement plans that provide benefits in excess of levels required to 
maintain a fair, standard of living that are not financially sustainable and may have no actuarial 
justification. Subsidiary recommendations‘to this main recommendation are follows: 1) Offset by 
50% the anticipated benefit from Social Security for those employees covered by Social Security; 
2) Change the cap amount for highest compensation to 100% for miscellaneous employees; 3) 
Change the earliest retirement age to 55 for public safety employees. 

Repeal highest “one year compensation” retirement with highest “three years compensation for 
new public safety employees.” 

Provide alternatives to a defined benefit plan for job classifications not intended for career public 
service employment. 

Give employers greater flexibility to determine when a part-time employee is entitled to public 
pension benefits. 

Public Agency retirement contribution rates, over time, should be constructed to stay within 
reasonable ranges around the historical “normal cost” of public pension plans in California. Sound 
actuarial methods should be adopted to limit contribution volatility while maintaining a sound 
funding policy. 

Establish “reserve” funding for public pension systems that will help smooth the volatility of 
pension benefit costs. Plan surpluses are to be retained within plan assets, but should be 
reserved for amortization of future unfunded liabilities, and should not be used to offset plans’ 
normal cost contribution rates. 

When employer contribution rates exceed the “normal costs” threshold, employees should be 
expected to take some of the financial responsibility for those excessive increases. 

Full tax-exempt disability retirement should be retained for employees who are injured and can 
not work in any capacity. 

Reform the disability pension provisions of public retirement systems to restrict benefits when a 
public employee can continue to work at the same or similar job after sustaining a work-related 
injury. 

Any pension reform package should retain transferability of retirement benefits across public 
sector employers. No employee currently in a defined benefit plan should be required to 
involuntarily give up a defined benefit formula before retirement. 

Any pension reform measures should seek to minimize disparity between current and prospective 
public agency employees. 

Any reduction(s) or change(s) to current Defined Benefit plans should be considered in context of 
other compensation issues that will tend, over time, to “equate” compensation plans within and 
across public agency employers. 

Public agencies that do not make the Annual Required Contribution under GASB 27 should be 
made subject to appropriate oversight. 

The membership of the Public Employees and Retirement System Board should be changed to 
achieve both a better balance of employer and employee representatives as well as a better 
balance of public agency representatives. 



CONCLUSION 

Many of these options would require that the City of Lodi meet and confer with bargaining units in order 
to effectuate the changes in accordance with rules associated with negotiating labor contracts with 
unions. Some require action at a higher level than the City of Lodi. There are also other options to 
meeting this challenge that were not included in the League Task Force recommendations. For example, 
one option which City staff would like to bring to Council at a future meeting is the augmentation of 
retirement benefits for miscellaneous employees by other means such as a 401A plan. Most of the 
options deal with long-term rate stabilization and cost mitigation measures that may take many years to 
achieve desirable results. There appear to be no ”quick fixes” to this financial challenge. As such, each of 
these options should be viewed as dealing with the actuarial benefits of mitigating factors that effect the 
long term employer retirement costs; but which may have little effect on short-term costs. 

FISCAL IMPACT: Not Applicable 

FUNDING AVAILABLE: Not Applicable 

Attachments 
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Purpose 
At the request of the Lodi City Council, staff has prepared this report for 

discussion of employee retirement benefits and possible options for controlling those 

costs.  Included is the history of public sector retirement benefits, definitions of the 

various options available to those employees, and data on recent trends in costs for those 

benefits.  The study is global in its analysis, since actuarial projections would require the 

services of an outside consultant. 

An Evolving Pension System 
Pension plans established early in the 20th Century were designed to provide 

retirement income to long-term employees. They helped organizations to retain 

employees, provided workers a graceful transition to retirement, and helped keep direct 

compensation and taxes lower.  The majority of employee sponsored plans were 

categorized as Defined Benefit plans (DB), providing a specific amount of compensation 

at retirement (and explored in more detail later in this paper).  

The situation changed dramatically with the passage of the Revenue Act of 1978, 

which added Section 401(k) plans (or 401(a) for Public Sector employees) to their 

portfolio of benefits.  During the bull market of the 1990s, many employees began to 

believe that their 401(k) plan would provide a luxurious retirement at an early age. At the 

same time, financial executives became accustomed to the funding holidays for pension 

plans delivered by the bull market. 

The bear market early in this decade quickly changed these perceptions. 

Employees now face working longer before their 401(k) plans can provide a comfortable 

retirement, and executives confront sharply higher contributions and expense for Defined 

Benefit plans. 

The establishment of IRAs and other Defined Contribution (DC) plans, such as 

the 401(k) plans, substantially increased the resources of the individual to save on a tax-

sheltered basis.  They provide incentives for employees to save, but they also place the 

primary burden of retirement planning on the employee. 
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Employer sponsored pension plans create significant value for both the employee 

and the employer since they can provide the same benefit for a lower cost than could 

otherwise be obtained or a greater benefit at the same cost.  DB plans create value by 

pooling risk and purchasing power.    

History of PERS (Public Employees Retirement System) 

The California Public Employees’ Retirement System (CalPERS) was established 

by state law in 1931 and began providing retirement benefits for state employees in 1932.  

The City of Lodi began participating in 1966.  In the late 1990s, the California legislature 

enacted benefit enhancements for public employees in the PERS system optional for 

participating local governments.  Many agencies adopted benefit enhancement plans in 

order to retain employees.  When retirement systems subsequently suffered investment 

losses earlier this decade (see attached report presented to Council in the spring of 2003), 

those enhancements coupled with the losses to cause substantial increases in employer 

contribution rates. (See tables 1 through 4 for 9-year history of rates and contributions 

for the City of Lodi) 

City of Lodi
History of PERS Contributions
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Miscellaneous  $1,278,970  $1,059,163  $872,278  $781,439  $857,307  $445,148  $1,032,018  $1,007,554  $2,144,243  $3,192,410 
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Table 1 (Source: City of Lodi Finance Department) 
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City of Lodi
History of PERS Rates
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Table 2 (Source:  City of Lodi Human Resources Department) 

 

City of Lodi
History of PERS Rates
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Table 3 (Source:  City of Lodi Human Resources Department) 
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City of Lodi
History of PERS Rates

Fire

Em
pl

oy
ee

Em
pl

oy
er

0%

5%

10%

15%

20%

25%

30%

35%

40%

45%

R
at

es
 (%

)

Employer 6% 1% 0% 0% 0% 0% 17% 30% 30%
Employee 9% 9% 9% 9% 9% 9% 9% 9% 9%

FY 97-98 FY 98-99 FY 99-00 FY 00-01 FY 01-02 FY 02-03 FY 03-04 FY 04-05 FY 05-06

Table 4 (Source:  City of Lodi Human Resources Department) 

 

CalPERS manages pension and health benefits for more than 1.4 million 

California public employees, retirees, and their families.  As of June 30, 2005, the agency 

had collected $3.2 billion in employee contributions and $5.8 billion in employer 

contributions.   

CalPERS General Facts 
INCOME TOTALS OVER THE PAST 10 FISCAL YEARS 
              Member               Contributions                Investment and  Year  

              Contributions                Employer                Other Income 
2004-05  $3,176,781,000  $5,774,120,000  $21,894,201,000 
2003-04     2,266,445,429    4,261,347,422    24,272,572,596 
2002-03     1,887,925,497    1,925,043,858      5,482,731,568 
2001-02     2,154,742,532       800,964,553     (9,699,792,798)
2000-01     1,766,256,113       321,618,826   (12,248,341,399)
1999-00     1,751,290,172       362,614,344    16,582,657,910 
1998-99     1,522,507,527    1,598,316,666    17,622,526,922 
1997-98     1,443,232,566    2,289,526,403    23,518,904,869 
1996-97     1,379,743,571    1,986,282,287    20,455,866,430 
1995-96     1,338,044,978    1,850,103,438    13,137,202,083 
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Definition of Terms: 

Defined Benefit Plans 

A Defined Benefit retirement program promises a specified monthly benefit at 

retirement. The plan may state this promised benefit as an exact dollar amount, such as 

$100 per month at retirement, or, more commonly, it may calculate a benefit through a 

plan formula that considers factors such as salary and service – for example, two percent 

of average salary for the last three years of employment for every year of service with an 

employer. It is an employer-sponsored plan for which retirement benefits are based on a 

formula indicating the exact benefit that one can expect upon retiring.  The investment 

risk and portfolio management are under the control of the managing agency.  The 

employer, the employee, or a combination of the two may contribute to the plan, 

determined on contract negotiations with employee bargaining groups.   

Some agencies have established tiered systems where the employer pays the 

employees share only after the employee is fully vested.  Up to the point of vesting, the 

employee pays all or a majority share of the employee contribution.  In Lodi, the 

employer pays both shares for all qualified employees, regardless of tenure status.  A 

growing number of agencies have increased the employee’s salary base while requiring 

the employee to be responsible for his/her share of the contribution. 

Defined Benefit plans have three main sources of funding – employee 

contributions, employer contributions, and returns on assets invested by the retirement 

boards that administer the plans.  Investment returns are the biggest component of 

defined benefit funding. 

Employee contributions are typically fixed.  Employer contributions usually 

exceed employee contributions and vary annually depending on returns from assets 

invested and other factors.  Less-than-assumed investment returns require higher future 

contributions, while returns that exceed expectations result in reduced contributions.  

The annual employer contribution for retirement is comprised of two parts – the 

“normal cost” and the “un-funded liability / actuarial surplus”.  The normal cost is the 

average annual cost of a defined benefit plan.  Normal cost contributions collected over 

the working life of an employee, combined with employee contributions and investment 
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earnings, should be sufficient to pay that employee’s future retirement benefits.  For 

various reasons – such as lower-than-expected investment returns – pension fund assets 

can fall short of benefit liabilities, resulting in an unfunded liability.  Unfunded liabilities 

are typically addressed through “add-on” employer contribution rates.  Retirement plans 

spread out payment of unfunded liabilities, usually over 10 to 30 years, to “smooth” the 

impact on these rates. 

Defined Contribution Plans 
A Defined Contribution plan requires that a specific amount of money be set aside 

each year for the benefit of the employee.  Although the amount contributed is fixed, the 

retirement benefit will depend on the amount contributed and the performance of the 

investment.  The payoff is not guaranteed.  While both the employer and employee may 

contribute to the plan, most often the employee is responsible for managing the 

investment.  Employer sponsored pension plans generally have a team of investment 

professionals making all decisions.  They are investing millions of dollars compared to 

the thousands of dollars that individuals invest.  Both transaction costs and investment 

management costs are significantly lower per person than those incurred for individual 

plans. 

Defined contribution plans (401(k) or 401(a) being the most popular) look 

different.  They are like savings accounts.  The employer and employee both contribute to 

the account over the employee’s work life.  Employees control account assets and can 

allocate funds amongst investment choices to match their tolerance for risk.  Defined 

contribution assets are also portable, which means that mobile workers can take their 

pensions with them as they move from job to job.  One the other hand, the worker bears 

the investment risk.  Defined contribution plans generally do not pay annuities; rather 

they offer participants a lump sum.  If an employee chooses to do so, they may convert 

lump sum to an annuity contract. 

Defined benefit and defined contribution plans are structured quite differently.  

Under traditional defined benefit plans, workers accrue benefits over their work life and 

receive a life annuity at retirement, which guarantees them benefits for as long as they 

live.  The benefit is typically calculated as a dollar amount per year of service or as a 

percentage of final salary for each year of service. 
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Pension Reform 

 The recent volatility in employer rates and rapid increase in contribution levels 

have spurred much debate and prompted the introduction of measures and initiatives in 

support of change.  The PERS board has recommended a rate stabilization process that 

would extend the length of time for rate “smoothing”—a technique that reduces volatility 

over time. 

State Assemblyman Keith Richman has introduced ACA 23, which would amend 

the State Constitution to replace current defined benefit pension plans with a new plan 

that combines a mandatory defined benefit plan with lower pension benefits and a 

voluntary defined contribution retirement savings account.  In essence ACA 23 would 

require all government employers offering CalPERS retirement benefits to freeze their 

existing CalPERS plans and automatically enroll all new employees hired on or after July 

1, 2007 into this new retirement plan.  This bill has stalled, however, and is not expected 

to move forward at this time. 

League of California Cities Recommendations 

 The League of California Cities has established a task force on PERS to study the 

proposals on pension benefit reform.  They retained the services of John Bartel of Bartel 

Associates, LLC, a retirement actuary who worked with Task Force to provide actuarial 

analyses of their recommendations for reform.  His report, entitled Replacement Ratio 

Study: Preliminary Results, can be found on the League of California Cities website, 

www.cacities.org.  

The Task Force report establishes specific principles or goals to be used as 

guidelines in any effort to reform pension benefits. Some essential goals found in the 

report include: 

• Provide a full-career employee with pension benefits that maintain the employees’ 

standard of living in retirement. 

• Benefit levels should be set with goal of providing a fair and adequate benefit for 

employees and fiscally sustainable contributions for both employees and 

taxpayers. 

• Benefits should be supported with proper actuarial work to justify pension levels. 
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• Should be viewed in the context of an overall compensation structure whose goal 

is the recruitment and retention of employees in public sector jobs. 

• Reciprocity of pension benefits within the public sector should be maintained to 

ensure retention of skilled public employees. 

• Perceived abuses of the current DB programs need to be addressed. Benefits 

should not be excessive but should be appropriate to maintain standard of living. 

• Management obligation should be shared by PERS, employer, and employees. 

 

Specific recommendations in regards to pension benefit levels, rate volatility, 

shared risk, disability retirement, portability of plan benefits, tiered plans, and 

management oversight are offered. The report concludes with support of defined benefit 

plans for public sector employees, stating that they “have produced fair and sustainable 

retirement benefits that have been central to recruiting and retaining quality public 

employees”.  

The full recommendations of the Task Force are attached to this report along with 

a white paper by the National Association of State Retirement Administrators (NASRA) 

and other related reports. 

 



PENSION REFORM IN CALIFORNIA  
League of California Cities 

March 1, 2005 
 

For close to 60 years California state and local governments have offered “defined 
benefit” retirement plans to their employees which provide a guaranteed annual pension 
based upon retirement age, years of service, and some period of highest salary (typically 
the last one or three years of work). These plans generally provide an annual cost-of-
living adjustment and additional inflation protection that maintains the purchasing power 
over time at a specified minimum level. The Public Employee’s Retirement System 
(PERS), the State Teachers’ Retirement System (STRS), and a variety of individual cities 
and counties administer these retirement plans.  
 
Over the years local and state government retirement costs have risen and fallen based on 
two principal factors: (1) the investment returns of the various systems; and (2) the level 
of benefit payments provided to employees. In the late 1990s the California legislature 
enacted dramatic benefit enhancements for public employees in the PERS system that 
were optional for participating local governments. Some local governments adopted these 
benefit enhancement plans—for a variety of reasons, typically to retain employees and at 
times at a shared cost with the employees. When the retirement systems suffered serious 
investment losses in the early part of this decade, these losses combined with the benefit 
enhancements to cause dramatic increases in employer contribution rates. 
 
Defined Contribution Mandate Proposed   
 
In the fall of 2004 a proposed constitutional and statutory initiative (File No. 
SA2005RF0007) was filed that would close all state and local public sector defined 
benefit plans (including locally administered plans) to new entrants effective July 1, 
2007. Employees hired after that date could only enroll in defined contribution retirement 
plans. Defined contribution plans provide fixed annual employer contributions to 
employee accounts that are invested, along with employee contributions. Unlike defined 
benefit plans, the employee has no guaranteed pension benefit and employers never incur 
any unfunded liabilities.   
 
The initiative (which has a legislative counterpart by Assembly Member Richman) would 
establish maximum employer contributions of 9 percent for police officers and 
firefighters and 6 percent for other employees, assuming participation in federal Social 
Security (3 percent higher if no Social Security). Local agencies could exceed these limits 
with a two-thirds vote of their electorate. The state could do so with a three-fourths vote 
of both houses of the Legislature in two consecutive sessions. Mr. Richman has informed 
the League in a letter dated February 17 that he is willing to enter into negotiations to 
avoid the need for the initiative.  
 
In his 2005 State of the State message, Governor Schwarzenegger recommended a 
defined contribution pension mandate for new state and local employees. In a 
presentation to the League board of directors on February 25, 2005 Tom Campbell, 
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Director of Finance, explained the Governor’s proposal contains no caps on employer 
contribution and would not require lower state or local contributions. It would simply 
remove the risk of increased costs to the taxpayer due to future stock market declines by 
requiring that all new state and local employees be provided a defined contribution plan 
in place of the traditional defined benefit plan. Mr. Campbell indicated that in all other 
respects (e.g., PERS administration, employer contributions, employer contributions, 
etc.) the plans would be identical.  
 
League Pension Reform Task Force  
 
In late 2004 the Executive Director asked the City Manager’s Department’s standing task 
force on PERS to undertake a study of the defined contribution proposal and potential 
other defined benefit reforms. A group of other appointed and elected officials were 
subsequently added to the task force to provide broader input, and since early December 
it has met regularly to study the problems with the existing defined benefit retirement 
systems and to evaluate the defined contribution proposal. The task force is chaired by 
Bob LaSala, Lancaster City Manager. 
 
The League also retained the services of a retirement actuary, John Bartel of Bartel 
Associates, LLC, who worked with the Task Force to ensure its recommendations for 
reform of the defined benefit system were actuarially sound. He assisted the Board in its 
discussions. His report to the Pension Reform Task Force, dated February 26, 2005 and 
entitled Replacement Ratio Study: Preliminary Results, is available from the League. 
 
Review and Comment on Discussion Draft Sought  
 
The task force report was reviewed by subcommittee of the Public Employee Relations 
Policy Committee on Wednesday, February 23, 2005 and forwarded to the League board 
of directors with a favorable recommendation. On Saturday, February 26, 2005 the board 
accepted the report, with modifications, and authorized staff to circulate the report as a 
discussion draft for review and comment. It is important to note the ideas contained in 
this report represent an initial assessment by the League on pension reform. It is offered 
for discussion and consideration in the pension reform debate. Comments are requested 
from League member cities, other local government associations, local government labor 
organizations, state legislators and the Administration. Comments should be sent to the 
League of California Cities, c/o Anthony Thomas, Legislative Representative, 1400 K 
St., Sacramento, CA 95814 athomas@cacities.org. 
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A Framework for Public Pension Reform1   
March 1, 2005 

 
 
General Pension Reform Principles  
 
Any serious discussion of public pension reform must begin with a set of principles/goals 
to guide any following recommendations.  Until questions about the appropriate role and 
purpose of public pension benefits in local government compensation packages are 
answered, it would be at least premature and perhaps self-defeating to make any specific 
benefit recommendations. In keeping with this philosophy, it is recommended that the 
following principles precede any benefit recommendations: 
 
• The primary goal of a public pension program should be to provide a full-career 

employee with pension benefits that maintain the employees’ standard of living in 
retirement. 

 
• The proper level of public pension benefits should be set with the goal of providing a 

fair and adequate benefit for employees and fiscally sustainable contributions for 
employers and the taxpayers.   

 
• Public pension benefits should be supported with proper actuarial work to justify 

pension levels.  The Legislature should reject any and all attempts to establish 
pension benefits that bear no relation to proper actuarial assumptions and work. 

 
• Pension benefits should be viewed in the context of an overall compensation structure 

whose goal is the recruitment and retention of employees in public sector jobs.  In 
recognition of competitive market forces, any change in the structure of retirement 
benefits must be evaluated in concert with other adjustments in compensation 
necessary to continue to attract and retain an experienced and qualified workforce. 

 
• The reciprocity of pension benefits within the public sector should be maintained to 

ensure recruitment and retention of skilled public employees - particularly in light of 
the retirement of the post World War II “Baby Boom” generation which will result in 
unprecedented demand for public sector employees.  

 
• Perceived abuses of the current defined benefit retirement programs need to be 

addressed.  Benefit plans which result in retirement benefits which exceed the levels 
established as appropriate to maintain employees’ standard of living should be 
reformed.  It is in the interest of all public employees, employers and taxpayers that 
retirement programs are fair, economically sustainable and provide for adequate 
benefits for all career public employees, without providing excessive benefits for a 
select few. 

 
                                                           
1 This report constitutes the recommendations of the League Pension Reform Task Force that was accepted 
by the League of California Cities Board of Directors for distribution as a discussion draft.  
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• The obligation to properly manage public pension systems is a fiduciary 
responsibility that is shared by PERS, employers and employees. This joint 
responsibility is necessary to provide quality services while ensuring long-term fiscal 
stability.   These parties need to be held responsible to ensure a high level of 
protection against mismanagement of public resources that could jeopardize a 
community’s ability to maintain services and provide fair compensation for its  
workforce.  

 
• Charter cites with independent pension systems should retain the constitutional 

discretion to manage and fund such pension plans. 
 
Reform Recommendations 
 
Public employee defined benefit programs have been appropriately criticized in a number 
of areas. The following reform recommendations address short-comings within some 
defined benefit retirement programs, while preserving the aspects of the program that 
have served the employees, employers and taxpayers of California well for over 60 years. 
 
Pension Benefit Levels 
 
Principles: Public pension benefit plans should:  
 
¾ Allow career-employees to maintain standard of living post-retirement. 
 
¾ Be designed with consideration of age at retirement, length of service, compensation 

level and applicability of Social Security. 
 
¾ Be supported with proper actuarial work to justify pension levels. The Legislature 

should reject any and all attempts to establish pension benefits that bear no relation to 
proper actuarial assumptions and work. 

 
¾ Promote career public service without creating incentives to work past retirement age, 

nor disincentive to early retirement. Employees who voluntarily choose to either work 
beyond retirement age or retire early should not be penalized or rewarded.  

 
Recommendations 
 
• Maintain the defined benefit plan as the central pension plan for public employees in 

California. 
 
• Rollback/repeal public retirement plans that provide benefits in excess of levels 

required to maintain a fair, standard of living2 that are not financially sustainable and 
may have no actuarial justification. The new and exclusive benefit formulas to 
achieve these goals should be:  

                                                           
2 This should be determined in accordance with a Cal PERS 2001 target replacement benefit study and/or 
the Aon Georgia State Replacement Ration Study (6th update since 1988).  
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1. Safety Employees: 3% @ 55 formula, offset by 50% of anticipated  social 

security benefit for safety employees with social security coverage. Safety 
employees retain the current cap on retirement at 90% of final compensation. 

 
2. Miscellaneous Employees(Non-safety):  2% @ 55 formula, offset by 50% of 

anticipated social security benefit for miscellaneous employees with social 
security coverage. A cap of 100% of final compensation is placed on newly-
hired, miscellaneous(non-safety) employees.  

  
• The above formulas would incorporate “Three-Year-Average” for “final 

compensation” calculation. All “Highest Final Year” compensation calculations 
would be repealed for newly-hired employees. 

 
• Provide alternatives to a defined benefit plan for job classifications not intended 

for career public service employment. 
 

• Give employers greater flexibility to determine when a part-time employee is 
entitled to public pension benefits. The current hourly threshold in PERS is too 
low.  

 
Rate Volatility 
 
Principles 
 
¾ Responsible fiscal planning suggests the need to “manage” volatility in defined 

benefit plan contribution rates. 
 
¾ Rates have historically been relatively constant and comparable to rates currently paid 

by most public agency employers. 
 
¾ Recent rate volatility is primarily due to large fluctuations in annual investment 

returns for the retirement plan investment portfolios, causing significant changes in 
plan funding status.  

 
¾ Normal Costs for defined benefit plans have remained relatively constant over time.  
 
Recommendations 
 
• Public Agency retirement contribution rates, over time, should be constructed to stay 

within reasonable ranges around the historical “normal cost” of public pension plans 
in California. Sound actuarial methods should be adopted to limit contribution 
volatility while maintaining a sound funding policy. 

 
• Establish “reserve” funding for public pension systems that will help smooth the 

volatility of pension benefit costs.  Plan surpluses are to be retained within plan 
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assets, but should be reserved for amortization of future unfunded liabilities, and 
should not be used to offset plans’ normal cost contribution rates.  

 
Shared Risk 
 
Principles 
 
¾ Currently, in most local jurisdictions, employers shoulder the burden of rate volatility 

risk – both positive and negative. This principle should be carefully examined with 
the intent of better spreading the risk of rate volatility among both employers and 
employees.  

 
¾ Negotiated labor agreements containing language whereby employers “pick-up” 

employees’ retirement contributions are assumed to be part and parcel of a “total 
compensation” package; this implies that agencies with Employer Paid Member 
Contributions would also typically reflect correspondingly lower base salaries. 

 
Recommendations 
 
• When employer contribution rates exceed the “normal costs” threshold, employees 

should be expected to take some of the financial responsibility for those excessive 
increases.   

 
Disability Retirement 
 
Principles 
 
¾ Retirement-eligible employees who are injured in the workplace should be entitled to 

full disability retirement benefits; disability retirement benefits should, however, be 
tied to individual’s employability and be structured so as to encourage return to work, 
where applicable. 

 
¾ Larger disability reform measures should be considered outside of the scope of 

general pension reform. 
 
Recommendations 
 
• Full tax-exempt disability retirement should be retained for employees who are 

injured and can not work in any capacity 
 
• Reform the disability pension provisions of public retirement systems to restrict 

benefits when a public employee can continue to work at the same or similar job after 
sustaining a work-related injury. 

 



 

 

 

7

• Employees eligible for disability retirement should be first afforded applicable service 
retirement benefits, and THEN provided disability retirement benefits up to 
applicable “cap” on total retirement benefits. 

 
Portability of Plan Benefits 
 
Principles 
 
¾ Reciprocity of public agency retirement benefits is critical to recruitment of qualified, 

experienced public sector employees. 
 
¾ Limiting portability of retirement plan benefits to non-public sector employment 

helps in the retention of senior and management level employees. 
 
Recommendation 
 
� Any pension reform package should retain transferability of retirement benefits across 

public sector employers. No employee currently in a defined benefit plan should be 
required to involuntarily give up a defined benefit formula before retirement. 

 
Tiered Plans 
 
Principles 
 
¾ Agencies should strive to avoid multi-tiered compensation structures where there are 

large discrepancies in benefits accruing to employees. In addition to having adverse 
impacts on recruitment and employee morale, multi-tiered approaches can raise issues 
of comparable worth and equity. 

 
Recommendations 
 
• Any pension reform measures should seek to minimize disparity between current and 

prospective public agency employees. 
 
• Any reduction(s) or change(s) to current Defined Benefit plans should be considered 

in context of other compensation issues that will tend, over time, to “equate” 
compensation plans within and across public agency employers. 

 
Management Oversight 
 
Principles  
 
¾ The obligation to properly manage public pension systems is a fiduciary 

responsibility that is shared by PERS, employers and employees. This joint 
responsibility is necessary to provide quality services while ensuring long-term fiscal 
stability. These parties need to be held responsible to ensure a high level of protection 
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against mismanagement of public resources that could jeopardize a community’s 
ability to maintain services and provide fair compensation for its workforce.    

 
Recommendations 
 
• Public agencies that do not make the Annual Required Contribution under GASB 27 

should be made subject to appropriate oversight. 
 
• The membership of the Public Employees and Retirement System Board should be 

changed to achieve both a better balance of employer and employee representatives as 
well as a better balance of public agency representatives. 

 
Conclusion 
 
Defined benefit retirement plans have been the traditional approach for close to 60 years 
in California and have produced fair and sustainable retirement benefits that have been 
central to recruiting and retaining quality public employees. Defined benefit plans should 
be retained as the central component of public pension systems in California.  
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NASRA White Paper 

Introduction 
 

Policymakers, public pension plan administrators and others with a political or financial 
interest are engaged in a debate about the retirement benefits that are provided to 
public employees. Considering that state and local government pension plans provide 
benefits for 14 million active employees and hold assets of $2 trillion, the consequences 
of this discussion are far-reaching. 
 
Ninety percent of state and local government 
employees participate in a defined benefit 
(DB) pension plan. A movement has 
unfolded in recent years calling for defined 
contribution (DC) plans to replace DB plans 
as the primary retirement benefit for public 
employees. A number of myths and 
misperceptions surround this movement; 
through this paper, NASRA seeks to address 
and clarify some of the more popular 
misunderstandings and misrepresentations 
about these plan types.  
 
Financial planners have long referred to an 
ideal mix of retirement income sources as a 
“three-legged stool,” with one leg each 
representing Social Security, personal 
savings, and an employer pension. Although 
not every worker attains it, a well-balanced 
three-legged stool is a sensible personal 
financial planning strategy; an important 
component of an employer’s benefits 
package; and a sound public policy 
objective. Without an employer pension, 
there can be no three-legged stool. (In states 
that do not participate in Social Security, 
pension benefits for public employees 
typically are adjusted upward to compensate 
for the absence of Social Security benefits.) 
 
Most public employers offer a voluntary DC 
plan, such as a 457 or 403(b) that 
supplements the DB plan. These types of 

DC plans, which function like a 401(k) plan, 
are tax-deferred and can fulfill the personal 
savings piece of the three-legged stool.  
 
NASRA believes that a DB plan should 
constitute an employee’s basic retirement 
plan, and should be supplemented by a 
voluntary DC plan. A 1998 NASRA 
resolution said, in part:  
 

“ … NASRA supports the prevailing 
system of retirement benefits in the 
public sector, namely, a defined benefit 
program to provide a guaranteed benefit 
and a voluntary defined contribution 
plan to serve as a means for employees 
to supplement their retirement savings;  
… NASRA supports progressive 
changes within this prevailing system of 
retirement benefits in the public sector, 
either within the defined benefit plan or 
through supplementary plans, that 
accommodate a changing workforce and 
better provide many of the features 
sought by advocates of wholesale 
conversion.  

 
Policymakers, taxpayers, and others with an 
interest in public employee benefits are 
well-served when the discussion about DB 
and DC plans is based on facts and a clear 
understanding of these plan types and the 
way they function.
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The Myth: “The public sector should convert from defined benefit to defined 
contribution plans, as the private sector has.”

Summary 
Defined benefit (DB) and defined 
contribution (DC) plans each offer their own 
advantages and disadvantages. NASRA 
believes that employers should take 
advantage of both plan types by offering a 
DB plan as the primary retirement benefit, 
supplemented by an optional DC plan. 
 
The implication that government should 
follow the lead of the private sector in 
adopting DC plans overlooks important 
differences between private and public DB 
plans and the reasons that some private 
sector plan sponsors have adopted DC plans.  
This implication also ignores the resilience 
DB plans have exhibited among many 
private sector employers.  
 
Analysis 
A closer examination of the private sector 
trend toward DC plans reveals not only that 
the extent of this trend is not as great as 
implied by many advocates of DC plans, but 
also that many of the factors driving the 
change toward DC plans are largely 
irrelevant to the public sector. For example: 
 
• State and local government pension 

plans are exempt from most of the laws 
and regulations, known as ERISA, that 
govern private sector DB plans. ERISA 
imposes a substantial cost and 
administrative burden on employers that 
sponsor a DB plan, and accounts for 
much of the private sector movement 
toward DC plans. 

• Virtually all the decline in the number of 
private sector DB plans has occurred 
among small employers – those with 
fewer than 250 employees. A majority of 

large private sector employers continues 
to offer a DB plan. This is likely 
attributable to the economy of scale 
large employers enjoy, enabling them to 
incur the cost and burden of providing a 
DB plan; and to the relative ease and low 
cost of establishing a DC plan. 
 

There are good reasons for employers to 
retain a DB plan as the primary retirement 
benefit for public employees:  
 
• A DB plan is an effective tool for 

recruiting and retaining quality 
employees. Government’s exemption 
from most federal pension laws creates a 
rare competitive advantage for state and 
local government employers. 

• Providing a DB plan helps assure a 
secure source of income for retired 
employees, reducing the likelihood of 
these employees relying on public 
assistance during retirement. 

• By creating an incentive to retire, DB 
plans can facilitate an orderly transition 
of employees whose effectiveness or 
productivity may have waned. DC plans 
provide no such incentive, and may, in 
fact, serve as a disincentive. 

 
Legal and Regulatory Changes 
Analysts attribute much of the increase in 
the number of DC plans in private industry 
to ERISA, the Employee Retirement Income 
Security Act, which became effective in 
1975. ERISA established standards for DB 
plan participation, vesting, retirement, and 
reporting; and imposed a tax on DB plans to 
fund the Pension Benefit Guaranty 
Corporation (PBGC). State and local 
government pension plans are not subject to 
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most ERISA regulations, and public plans 
are not required to make payments to the 
PBGC. As a result, the primary factor—
ERISA—driving the private sector toward 
DC plans does not apply to state and local 
government plans. In lieu of ERISA, public 
pension plan sponsors (state and local 
governments) establish their own governing 
standards and rules.  One beneficial outcome 
of this arrangement has been a wide range of 
policies and benefit structures, each suited to 
the unique needs of their plan sponsors.  
 
ERISA amendments, particularly the 
Multiemployer Pension Plan Amendments 
Act of 1980, the Tax Equity and Fiscal 
Responsibility Act of 1982 and the Tax 
Reform Act of 1986 – reduced or eliminated 
incentives to private sector employers 
offering DB plans, and increased the 
liability, expense, or regulatory requirements 
of maintaining a private sector DB plan. The 
rate of decline in the number of private 
sector DB plans was considerably more 
pronounced in the years immediately 
following these tax law changes, than it has 
been since. 
 
Evidence suggests that recent legislative 
changes are encouraging a return of DB 
plans to smaller private sector businesses. 
According to Plan Sponsor, starting in the 
late 1990’s, Congress relaxed some 
restrictions on DB plans. For example, in 
1999, Congress eliminated contribution 
limits under section 415(e) of the tax code, 
which had restricted tax-deferred 
contributions and pension accruals for 
pension participants when a plan sponsor 
offers both a DB and a DC plan.  
 
Large vs. Small Employers 
Enactment of ERISA and subsequent 
amendments have especially affected 
smaller employers, which is where the vast 
majority of the reduction in DB plans has 
taken place. But most large employers 
continue to use DB plans. 346 of the S&P 
500 offer DB plans as their primary 

retirement plan. A recent Watson Wyatt 
analysis1 of Fortune 100 companies, which 
are many of the nation’s largest employers, 
found: 
 
• 50 percent provide a DB plan as their 

primary retirement plan option; of these, 
most offer a supplementary 401(k) plan. 

• One-third offer a “hybrid” plan, which 
combines elements of DB and DC plans. 

• Only 17% offer a DC plan as their 
primary retirement benefit. 

 
This survey also found that during the two-
year period 2000-2001, the trend away from 
DB plans virtually stopped, and the number 
of companies offering a DC plan as the 
primary retirement benefit held steady. This 
trend is consistent with other studies 
indicating that most of the reduction in 
private sector DC plans during the past 25 
years took place among smaller employers, 
and in the wake of the enactment of ERISA 
and subsequent amendments.  
 
The Watson Wyatt survey also is consistent 
with the findings of an EBRI study that 
found that since 1985, the number of 
employers with 10,000 or more employees 
offering a DB as their primary retirement 
plan has actually increased.2 That this 
increase has taken place during a period of 
many corporate mergers of large firms 
(which reduces the total number of 
employers in this category) makes it even 
more notable. 
 
Most public sector employees work for 
governmental entities that are large 

                                                 
1 “Trend Toward Hybrid Pensions Among 
Largest U.S. Companies Slows Considerably,” 
Watson Wyatt, May 3, 2002 
2 David Rajnes, Employee Benefit Research 
Institute tabulations of 1985, 1993, and 1998 
Form 5500 annual reports filed with the 
Internal Revenue Service, “An Evolving 
Pension System: Trends in Defined Benefit 
and Defined Contribution Plans,” September 
2002 
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employers, and government as an employer 
should be compared with large private 
employers. A majority of these employers 
continue to offer DB plans to their 
employees. While many factors determine 
the type of retirement benefit an employer 
provides, these large private employers 
recognize the important role a DB plan plays 
in attracting and retaining quality 
employees. 
 

As an employer, government has an 
opportunity to directly affect the retirement 
income security of its employees and to 
exploit one of the few competitive 
advantages government enjoys over private 
sector employers. Providing a benefit that 
assures workers a level of retirement income 
that is consistent with their tenure and salary 
is an effective way to exploit this 
advantage.
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The Myth: “DC plans are better because they offer greater portability than DB plans.”
 

Summary 
DC plans do offer greater portability than 
DB plans. Unfortunately, this often leads to 
less retirement income security, not more. 

 
Studies and experience show that a majority 
of terminating employees with a DC plan as 
their primary retirement benefit, cash out 
their assets rather than rolling them to 
another retirement plan. Retirement assets 
that are cashed out usually are subject to 
federal and state taxes and sometimes a 
penalty. Cashing out retirement assets 
defeats the purpose of having a retirement 
plan, yet DC plans provide little defense 
against such “leakage” of retirement assets. 
 
An important objective of providing a 
retirement benefit is to retain quality 
employees. DC plans do not support this 
objective because they do not reward or 
encourage longevity. Because DB plans do 
reward longevity, they are an important 
element in retaining quality employees. 

 
Analysis 
Rather than make a wholesale conversion 
from a DB to a DC plan, many DB plan 
sponsors have responded to the needs of 
short-term, mobile, and other employees 
seeking portability, by providing a 
voluntary, supplemental DC plan option and 
by increasing the portability features of their 
DB plan. In fact, DB plan sponsors have 
incorporated a remarkable range and  
variety of innovative portability features, 
while preserving the core features of a DB 
plan. In doing so, DB plan sponsors provide 
a retirement benefit that offers the best 
features of both plan types. 

 

Following are some examples of the 
flexibility and portability that state and local 
pension plans have added to DB plans 
during the past decade: 

 
• Reduced vesting periods 
• Paying to terminating or retiring 

employees all or part of the employer’s 
contributions 

• Paying interest on distributed employee 
and employer contributions 

• Sharing investment gains with 
participants 

• Matching employees’ contributions to a 
supplemental DC plan  

• Adding alternatives to the traditional life 
annuity payment options made to 
terminating and retiring employees 

• Allowing hardship withdrawals 
• Allowing members receiving a pension 

to continue working or to return to work 
• Service purchase options that feature: 

o a variety of types of service for 
which credit may be purchased (e.g., 
other public service, service only in 
the same state, non-public service, 
etc.) 

o purchase of service using pre-tax 
dollars 

o availability of installment payments 
and automatic payroll deduction to 
purchase service 

o direct transfers of service credit from 
one retirement plan to another, in 
lieu of payments 

o allowing other retirement assets, 
such as those in 457 and 403(b) 
plans, to purchase service on a pre-
tax basis 

• Establishing and expanding deferred 
retirement option plans (DROP), that 
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allow members who qualify for retirement 
to continue working while accumulating 
assets in a separate retirement account 

• Incorporating a “deferred augmentation” 
feature, which grows pension benefits for 
participants who terminate prior to 
reaching retirement eligibility. 

 
Reduced vesting periods 
One concern DC advocates have cited about 
the lack of portability in DB plans is their 
long vesting period. Ten years ago, a 
majority of public pension plans had a 
vesting period of ten years. This has 
changed: one of the more notable trends 
among public DB plans during the last 
decade has been the reduction in vesting 
periods.  
 
According to the Wisconsin Retirement 
Research Committee’s 2000 Comparative 
Study of Public Retirement Systems, a 
biannual survey that compares features of 85 
of the largest public pension plans in the 
United States, “[t]he trend appears to be 
toward five-year vesting or shorter, perhaps 
reflecting federal [ERISA] vesting 
requirements that apply to private pension 
plans.” Including changes made since 
publication of the Wisconsin report, 58 of 
the study’s 85 plans (68%) have vesting 
periods of five years or less. 
 
Service purchase options 
Service purchase provisions accommodate 
workers who move from one employer to 
another, or who terminate and “cash out” 
their assets, then return to work with the 
same employer or one with the same 
retirement plan. A service purchase plan 
allows these employees to purchase 
retirement service credits in their DB plan. 
 
The expansion of service purchase 
provisions has been a leading legislative 
trend affecting public pension plans during 
the past decade. More than two-thirds of the 
plans participating in the 2001 Public 
Pension Coordinating Council (PPCC) 
Survey of State and Local Government 
Employee Retirement Systems offer some 

type of service purchase option, and of the 
plans that do not offer service purchase, 
nearly half are dedicated to firefighters, 
police officers, or judges, whose members 
are predominantly career employees or who 
are less likely than other employee groups to 
terminate prior to retirement.  
 
Other examples of DB plan flexibility and 
portability  
During the past decade many large public 
DB plans have incorporated a variety of 
features increasing flexibility and 
portability, while retaining DB plan features. 
For example: 
 
• Most new public employees in 

Washington state now participate in a 
hybrid plan, in which the employer 
funds a DB benefit more modest than 
that provided to longer-tenured 
employees, and the employee 
contributes to a DC plan. 

• The Arizona State Retirement System 
offers participants with five or more 
years of service a portion, up to 100%, 
of the matching contributions made by 
their employer. Terminating employees 
with five years of service are entitled to 
25% of the employer contributions made 
on their behalf, rising to 100% for 
terminating employees with ten or more 
years of service. Participants terminating 
with less than five years of service 
receive their contributions plus accrued 
interest. 

• The Colorado Public Employee 
Retirement Association matches fifty 
percent of employee contributions 
withdrawn by non-vested employees 
who terminate. 

• Many states provide an employer match 
to employee contributions made to a 
supplemental DC plan, such as a 457 or 
403(b). 

• Participants in the Public Employee 
Retirement System of Idaho share a 
portion of the system’s investment gains, 
which are deposited into individual DC 
accounts. Participants may make also 
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elect to make contributions to these DC 
accounts. 

• The Wisconsin Retirement System and 
Ohio PERS provide a hybrid retirement 
benefit, basing participants’ pension on a 
combination of DB and DC plans.   

 
These are just a few of many examples of 
public DB plans offering flexibility and 
portability while retaining the central feature 
of a DB plan: a guaranteed source of 
retirement income that reflects the worker’s 
salary and length of service. 
 
Portability caveat 
An important concern about retirement plan 
portability is that many terminating 
employees do not transfer their retirement 
plan assets to another plan, such as an 
Individual Retirement Account or a future 
employer’s plan. Studies indicate that a 
majority of terminating DC participants 
spend their retirement savings rather than 
rolling them into other retirement accounts. 
 
A good example of terminating participants 
spending, rather than saving, their retirement 
assets is in Nebraska, where state and county  
government employees historically have  
participated in a DC plan. A recent study of  
the Nebraska Public Employees Retirement 
System, conducted by a national actuarial  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

consultant, found that 68% of terminating 
participants cashed out their assets rather  
than rolling them over to another retirement 
plan. This finding is consistent with a Hewitt 
Associates study which found that more than 
two-thirds of participants terminating from 
DC plans cash out their lump sum 
distributions rather than rolling them to 
other retirement accounts. 
 
Such “leakage” of retirement assets from 
individuals’ retirement accounts increases 
future costs of providing retirement. This is 
because the assets that are spent, rather than 
saved and invested, must be restored 
eventually, either by the employee or the 
employer, or both.   
 
In testimony before Congress, the president 
of the Employee Benefits Research Institute, 
said: “Preservation (of retirement assets) in 
the presence of portability is, in my mind, 
the largest single issue in the system today 
in terms of determining how much money 
will actually be available to provide 
retirement income in the 21st century. … 
Policymakers cannot fairly assess the 
portability issue unless they fully consider 
the consequences of money leaving the 
system versus money staying within the 
system.”3

                                                 

3 “The Future Role of Pensions in the Nation’s 
Retirement System,”  Tuesday, July 15, 1997 - Panel 
Discussion General Accounting Office Conference 
Retirement Income Security in the 21st Century 
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NASRA White Paper 

The Myth: “DC Plans are better because they allow employees to manage 
retirement assets themselves” 
 
Summary 
Some employees do wish to manage their 
own retirement assets, and most DC plans  
not only allow, but require participants to 
manage their retirement assets. DC plans 
also shift the risk of managing retirement 
assets from the plan sponsor to individual 
participants. Unfortunately, most 
employees are at best mediocre investors, 
unlikely to generate an investment return 
that will ensure an adequate level of 
retirement income.  
 
DB assets have a longer time horizon,  
enabling them to withstand market 
volatility better than individuals. DC 
investors have a shorter investment 
horizon, requiring them to hold a more 
conservative portfolio, which leads to 
lower returns and less retirement income. 
 
NASRA believes that a DB plan should 
constitute an employee’s basic retirement 
benefit, and should be supplemented by a 
voluntary DC plan. This arrangement 
satisfies the objective of providing a 
guaranteed pension benefit, while giving 
employees, especially those wishing to 
manage their own assets, the opportunity 
to save and invest in accounts they 
manage and direct. 
 
Analysis 
A key difference between DC and DB 
plans is that DC plans provide the 
opportunity to create retirement wealth, 
while DB plans provide income security. 
The purpose of a retirement plan is not to 
empower employees, or to create 
sophisticated investors, or to make 
participants wealthy. The chief purpose of 

a retirement plan should be to promote 
financial security in retirement.  
 
Requiring individual employees to bear 
the entire risk of assuring an adequate 
level of retirement income ignores the fact 
that most employees lack the knowledge 
of investment concepts and practices 
needed to succeed. When employees fail 
to save enough for retirement, they and 
their dependents may face indigence in 
their elder years and may be required to  
work in retirement. Some will become 
dependent on the state for public 
assistance. 
 
The eighth annual John Hancock 
Financial Services Retirement Survey4 of 
DC plan participants, published in May 
2002, stated “many have a cockeyed view 
of how investments work across the 
board.” John Hancock researchers said  
most DC plan participants will fall well 
shy of the estimated 75% of pre-
retirement income needed to maintain the 
same lifestyle in retirement. The survey 
also documented numerous examples of 
ignorance of basic investment principles 
among DC plan participants.  
 
The Nebraska Public Employee 
Retirement System had a similar 
experience. Despite considerable, 
sustained efforts to educate participants, 
public employees in Nebraska were 
directing 90% of all contributions to just 
three of the eleven available fund choices, 
and more than 50% of the DC plan assets 
were invested in the stable value fund. 
                                                 
4 “Eighth Annual John Hancock Financial Services 
Retirement Survey,” January 2002 
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A 2003 Pension Research Council 
Working Paper found that “a significant 
group of workers lacks the psychological 
attitudes or interests needed to maximize 
retirement security.”5 
 
The Investment Company Institute 
reported in 2004 that one-half of all 403b 
plan assets (owned primarily by public 
employees) were held as annuity reserves 
in life insurance companies. Another 30 
percent was held as variable annuities 
with mutual fund companies.  
 
DB assets are invested on the basis of a 
long time horizon, enabling them to be 
invested more aggressively than DC 
assets, resulting in higher long-term 
returns. By contrast, DC participants, who 
are not professional investors and as a  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                 
5 “”Money Attitudes’ and Retirement Plan Design: 
One Size Does Not Fit All, MacFarland, Marconi 
and Utkus, Pension Research Council Working 
Paper 2003-11 

group tend to be risk-averse, must assume 
increasingly conservative allocations as 
they near retirement, resulting in lower 
returns during both their working years 
and in retirement. The long investment 
horizon and professional investment of 
DB assets generate higher returns that 
compound, creating substantially greater 
returns over the long-term. 
 
Ninety percent of public employees 
participate in a DB plan, and a 
supplemental, voluntary DC plan is 
available to nearly all public employees. 
NASRA believes this arrangement 
accommodates those employees who wish 
to manage their own assets, while still 
assuring a pension benefit for all 
participants. 
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NASRA White Paper 

The Myth: “An employee must spend his entire career with the same employer 
to benefit from a defined benefit plan.” 
 
Summary 
DB plans reward workers who 
remain with their employer long 
enough to become vested members. 
DB plans are intended to reward 
long-term employees: encouraging 
longevity among quality employees 
is a primary retirement plan 
objective—one that DB plans help 
promote, and that DC plans do not. 
 
However, an employee does not 
need to spend his or her entire 
career with the same employer to 
benefit from a DB plan. A DB plan 
provides a guaranteed retirement 
payment for vested participants; in 
most public retirement plans, 
vesting takes five years or less. 
Many public retirement plans allow 
participants to transfer or purchase 
service credit from other plans. 
Most public plans pay interest on 
participant contributions, and some 
entitle terminating participants to 
their employer contributions. 
 
Depending on the age of the 
participant when beginning and 
terminating employment, a DB plan 
can provide a retirement benefit 
that is greater than the benefit from 
even a well-invested DC plan, even 
for employees who work only for a 
short period of time. 
 
Analysis 
By rewarding longevity, DB plans 
assist employers in retaining 

quality employees and encouraging 
longevity. This feature is especially 
helpful in the public sector, where 
salaries often lag behind the private 
sector, requiring employers to 
compensate in other ways. One of 
the chief arguments in favor of DC 
plans—their portability—can work 
against employers seeking to retain 
quality employees. 
 
Yet it is misguided to believe that a 
DB plan benefits only those who 
spend many years or an entire 
career with the same employer. A 
chief strength of DB plans is that 
they offer participants a guaranteed 
retirement benefit funded with 
assets that are professionally 
invested.  
 
By contrast, the benefit created by a 
DC plan is uncertain, determined 
largely by the participant’s 
investment decisions and ability to 
resist cashing out retirement assets 
prematurely. These are uncertain 
factors on which to base a worker’s 
retirement income security. When a 
DC plan is an employee’s primary 
retirement benefit, such 
uncertainty may fail to fulfill the 
purpose of a retirement plan for 
both the employee and the 
employer.  
 
Even for long-term employees, a DC 
plan provides no assurance of a 
retirement benefit that exceeds or 
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even meets the benefit provided by 
a DB plan. This is because DC 
plans place the investment risk on 
the employee, and employees whose 
investment returns are sub-par over 
the course of a working life are 
likely to experience a lower 
retirement benefit than under a DB 
plan. The chapter Employees want 
to manage their own retirement 
assets addresses the likelihood of 
the typical DC participant 
achieving an investment return 
high enough to generate sufficient 
retirement savings. 
 
Differences in benefit levels 
provided by DB and DC plans vary, 
and are determined by many 
factors, including the age of the 
employee when entering service. 
For example, assuming typical 
contribution rates and rates of 
investment return, an employee 
beginning a job at age 50 is better 
off in a typical DB plan regardless 
of how long he or she works. An 
employee entering service at age 45 
will be better off in  the DB plan 
after five years of service. This 
trend continues down the age 
scale—the younger the employee, 
the more time a DB plan needs to 
be relatively advantageous.6 This  
analysis is based on the  
 
 
 
 
 
 
 
 

                                                 
6ORP Alternatives, Gary Findlay, presented to 
The Southern Conference on Teacher Retirement, 
5/24/00 

attainment of investment return 
assumptions and the use of lump-
sum distributions, two factors that 
endanger long-term retirement 
income security. 
 
The chapter on portability 
addresses the growing use of service 
purchase provisions, which allow 
employees who move from one state 
to another to transfer their DB 
service credit with them. Similar 
provisions permit employees who 
terminated and cashed out their DB 
assets in previous years, to 
purchase those back when they re-
enter employment. These and other 
public plan provisions accommodate 
employees who relocate or who 
move in and out of public 
employment. 
 
Today’s workforce is older than it 
was twenty years ago, and older 
workers are more aware of their 
retirement income needs. This 
awareness promotes an 
understanding of and appreciation 
for DB plans. A DB plan helps 
employers, including government, 
to recruit and retain quality 
employees in today’s competitive 
labor market.
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NASRA White Paper 

The Myth: “Public employees in defined benefit plans need to worry about politicians 
mishandling their funds, creating unfunded liabilities, and cutting benefits.” 
 
Summary 
Defined benefit public pension funds 
are trusts, typically administered by a 
governing board whose members are 
fiduciaries, or by a sole trustee who 
serves as a fiduciary. Every state has 
established prudence standards to 
govern the investment and 
management of assets, and most 
public pension plan administrative 
officials typically prepare financial 
statements in accordance with 
generally accepted accounting 
principles that are subjected to 
independent audits in accordance 
with generally accepted auditing 
standards.  
 
Federal constitutional provisions 
governing contracts and property 
rights are generally perceived to 
protect pension benefits from 
diminution. In addition, some state 
constitutions explicitly prohibit 
reductions in pension benefits; most 
other states employ statutes or case 
law to prohibit or limit efforts to 
reduce public employee pension 
benefits.  
 
A legislature wishing to reduce 
retirement benefits can do so more 
easily under a DC plan than with a 
DB plan. DB plans have liabilities for 
which plan sponsors are responsible; 
DC plans do not.  
 
Further, the idea that public 
employees must worry about elected 

officials creating and then ignoring 
unfunded liabilities is not realistic. 
Typically, political jurisdictions are 
legally obligated to pay off any 
unfunded the liabilities of the DB 
plans within their purview. Any 
jurisdiction not responsibly financing 
its DB plan ends up with a net-
pension obligation that must be 
disclosed in the plan sponsor’s 
financial statements. Accordingly, 
plan sponsors are motivated to ensure 
that plans are properly financed, 
because disclosure of a net pension 
obligation can negatively impact a 
jurisdiction’s credit rating. 
 
Analysis 
Mishandling Public Funds 
First, once contributed to the pension 
trust, they are no longer “public 
funds.” The ability of elected officials 
to “handle” public pension funds is 
very limited. Most members of 
pension plan governing boards are 
appointed, not elected officials, and 
many are also members of the plan. 
All pension plan trustees are 
fiduciaries, including those who are 
elected officials, and are subject to 
fiduciary standards. An overarching 
theme of fiduciary standards is that 
the fiduciary must carry out his or 
her duties in the sole interest of plan 
participants, consistent with 
applicable laws, regulations, and 
policies.  
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In every state, fiduciary standards 
that govern the investment of assets 
include either a prudent person rule, 
a prudent investor expert rule, or a 
blend, or a variation of one or both.  
 
The prudent person rule states that 
the fiduciary “is under a duty to the 
beneficiary to make such investments 
and only such investments as a 
prudent man would make of his own 
property having in view the 
preservation of the estate and the 
amount and regularity of the income 
to be derived…”7 
 
The prudent expert rule, prescribed 
in ERISA as the standard for private 
sector pensions, requires that the 
pension plan fiduciary discharge the 
duties of that position “with the care, 
skill, prudence, and diligence under 
the circumstances then prevailing 
that a prudent man acting in a like 
capacity and familiar with such 
matters would use in the conduct of 
an enterprise of a like character and 
with like aims.”  
 
None of the standards permit elected 
officials to “mishandle” public trust 
funds. 
 
Creating Unfunded Liabilities 
Simply expressed, states are 
responsible for covering the liabilities 
of the pension plans they sponsor. An 
unfunded liability is the result of the 
actuarial cost of benefits (liabilities) 
exceeding the actuarial value of 
assets. Elected officials can create an 
unfunded liability by authorizing 
benefits without providing immediate 

                                                 
7 Calhoun and Moore, “Governmental Plans Answer 
Book,” Panel Publishers 

assets sufficient to pay for them; by 
not making adequate contributions to 
the retirement plan; or by managing 
or directing investments that result 
in returns lower than the actuarially 
assumed return rate. If a legislature 
creates pension liabilities, the state is 
still legally required to meet its 
pension obligations. 
 
Contradicting the assertion that 
public employees need to worry about 
elected officials creating unfunded 
liabilities, the overwhelming majority 
of state and local pension plan 
sponsors traditionally have made all 
required contributions to their 
pension plans. One result of this has 
been that public pension plans as a 
group have amortized their pension 
liabilities in a manner similar to how 
a homeowner pays off a mortgage. 
Public plans covering a large 
percentage of public employees are 
now fully funded, and plans covering 
most other employees are nearly fully 
funded. 
 
Cutting Benefits 
Most states protect public employees 
pension benefits through their 
constitution, statutes, or case law. 
Public pensions also enjoy protections 
provided through property rights law: 
“Under federal and state 
constitutional law notions of due 
process, property or a property right 
cannot be adversely impacted or 
taken by a governmental entity 
without observing procedural 
considerations. Pension benefit 
coverage and entitlement will 
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generally be considered to be property 
bringing due process protections.”8 
 
A DB plan actually is an effective 
vehicle for reducing the possibility of 
arbitrary benefit reductions, because 
inherent in a DB plan are liabilities 
for which the plan sponsor is 
responsible. If a legislature wished to 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
                                                 
8 Lawrence A. Martin, “Legal Obligations of Public 
Pension Plan Governing Boards and 
Administrators,” published by the Government 
Finance Officers Association 

reduce future benefits for current or 
future employees, it would be easier 
to do so with a DC plan, as there are 
no employer liabilities associated with 
that type of plan. If “politicians 
cutting benefits” is a concern, a DB 
plan is a more effective means of 
preventing such actions.
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NASRA White Paper 

 
The Myth: “DC Plans Cost Less than DB Plans” 
 
Summary 
Retirement plan expenses fall into 
one of two categories: administrative 
expenses, which include 
recordkeeping and investment 
management; and the cost of the 
benefit itself, reflected in the form of 
employer contributions. In almost 
every instance, the administrative 
cost of a DC plan is higher—often 
much higher—than that of a DB plan. 
The difference between these plan 
types is in who pays the 
administrative cost: the employer 
usually incurs most of the cost of a 
DB plan; the participating employee 
normally pays all or most of the 
administrative cost of a DC plan. 
 
If an employer seeks to reduce the 
costs of its retirement plan by 
lowering contributions, the result will 
be a lower level of assets available for 
benefits. In addition, by diverting 
participants from an existing DB plan 
to a DC plan, DB plan costs in many 
cases will rise, and the employer will 
likely be required to continue to 
maintain its DB plan, mitigating or 
nullifying any expected budget 
savings. 
 
Analysis 
Administrative Costs 
Although the administrative cost of 
each retirement plan varies, in almost 
every instance, DC plans cost more—
usually much more—than DB plans. 
Two factors account for most of the 
difference in DC and DB plan 

expenses. First, unlike DB plans, DC 
plans maintain individual accounts 
that are typically updated daily with 
information that is made accessible to 
the participant. Secondly, the size of 
DB plans covering most public 
employees creates an economy of 
scale, lowering the cost of 
administration and investment 
management. 
 
Most DC plans use mutual funds or 
similar instruments as investment 
options. The average expense ratio for 
a stock mutual fund is around 1.5% of 
assets; the typical bond fund expense 
ratio is approximately 1.1% of assets. 
When costs for recordkeeping, 
participant education, and other 
administrative expenses are added, 
the annual cost of a DC plan can rise 
to as much as 2% of assets. This rate 
does not include the start-up costs 
needed to create a new DC plan; 
start-up costs generally are borne by 
the employer, either through 
expenses from the general operating 
fund or by drawing on assets from an 
existing retirement plan. 
 
By contrast, a review of 12 of the 
nation’s largest public DB plans, 
which provide pension coverage for 
more than one-third of all active state 
and local government employees, 
found an average annual expense 
ratio of 0.25%, including costs for 
administration and investment 
management. Corroborating this 
finding is a California state law that 
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places a limit of 0.18% on the 
administrative expenses of county 
pension plans. When expenses are 
included for investment management 
and other activities outside the 
allowed limit, the total cost of these 
California county plans is well under 
one percent. Although smaller public 
pension plans are likely to have 
higher relative costs than larger ones, 
we can safely conclude that a 
substantial majority of public DB 
plans have an expense ratio that is 
considerably less than that of a 
typical DC plan. 
 
Public DB plans are able to reduce 
their costs through economies of scale 
attained by their size, by negotiating 
favorable investment management 
fees, and in some cases by investing 
some assets using internal staff 
rather than external managers. Also, 
DB plans do not provide some 
services that drive DC plan costs 
higher, such as updating participant 
accounts on a daily basis and 
distributing quarterly statements. 
 
Lower expenses have the same end 
result as higher investment returns. 
Higher returns increase the pool of 
assets available for pension benefits, 
and reduce required contribution 
rates. Higher investment costs have 
the opposite effect. Lower returns 
reduce the assets available for 
retirement benefits. For example, a 
DC plan with an expense ratio of 
1.5% will reduce a participant’s 8% 
investment return to 6.5%. 
Compounded over time, this 
difference will have a substantial 
negative effect on the value of a 
retirement account. 
 

In his essay, In Defense of the Defined 
Benefit Plan, Gary Findlay presents 
the basic retirement benefit equation: 
 

Reduced to its simplest form, the 
financial mechanism behind the 
operation of both types of plans 
may be described by the formula: 

 
C + I = B + E 

 
Where: 
 
C = Contributions (employer, 
employee, or both) 
I = Income from investments 
B = Benefits paid 
E = Expenses for plan 
administration 
 

Findlay then explains the effects of 
expenses on each plan type: 
 

In a conventional DB plan, the 
amount of ‘E’ will usually be a 
small fraction of a percent of the 
assets under management. The 
amount of ‘E’ will increase the 
amount of the employer’s ‘C’, but 
will not have an impact on ‘B’.  
 
In a DC plan, with investment 
vehicles being individually 
selected by employees, it is not 
unusual for ‘E’ to be in the range 
of 1% to 2% of assets under 
management. The amount of ‘E’ 
will not affect the employer’s ‘C’, 
but will have an impact on ‘B’. 
(The greater the expenses, the less 
there is available for benefits.) 

 
Findlay’s formula is illustrated by the 
following example:  
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An employee begins working at age 
25, and leaves his employer at age 35 
with a retirement account balance of 
$50,000. If this balance earns 8% 
(8.5% minus 0.5% for expenses) the 
account value will be $437,000 when 
the employee reaches age 65. The 
same starting balance earning 7% 
(8.5% minus 1.5% for expenses) will 
have a value at age 65 of $330,000, a 
difference of $107,000, or 25% less.  

 
A DB plan typically does not pay 
benefits on the basis of individual 
participants’ account balance. 
However, the effect of higher fees is 
fundamental: they reduce the amount 
available for pensions and other 
benefits; or they increase required 
contributions. 
 
Costs and consequences of switching 
from a DB to a DC plan 
Attempts to reduce costs by replacing 
a DB plan with a DC plan are 
unlikely to produce the anticipated 
level of budget savings. As described 
by Cynthia Moore in The Preservation 
of Defined Benefit Plans, laws 
governing public pension plans 
generally protect pension benefits 
from diminution. This prohibition 
against reducing benefits requires a 
public employer to continue 
administering its DB plan at least for 
existing plan participants. If a DC 
plan also is established, the employer 
will need to administer both plans, 
limiting any budget savings. 
 
Also, some methods used to value 
public pension plan liabilities rely on 

continuous flow of new, younger 
members to help fund the cost of the  
plan’s liabilities. For plans that use 
such valuation methods, diverting 
future employees from a DB to a DC 
plan can increase the cost of the DB 
plan.  
 
One predictable consequence of a DC 
plan whose benefits prove inadequate 
is political pressure to create or revert 
to a DB plan. This situation recently 
occurred in Nebraska, where the DC 
plan failed to create a sufficient level 
of retirement income security for plan 
participants. Nebraska switched to a 
cash balance plan. Switching from a 
DC to a DB plan can result in shifting 
pension plan costs to future 
taxpayers, as insufficient pension 
accruals under the DC plan are 
funded. 
 
DC plans offer certain advantages, 
including greater portability, the 
opportunity for participants to 
manage their own investments, 
greater access to account information, 
and a chance to directly benefit from 
investment returns that exceed 
market averages. But these 
advantages come with risks: 
investment risk that is borne entirely 
by the participant; the risk of leakage, 
when assets are cashed out and spent 
before retirement; longevity risk, 
when participants outlive their 
retirement assets; and the risk of 
diminished retirement savings as a 
result of high administrative 
expenses.
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NASRA White Paper 

 
The Myth: “Workers want a defined contribution plan as their primary retirement benefit.” 
 
Summary 
The reality is that most workers are unfamiliar 
with the differences between defined 
contribution and defined benefit plans. To the 
extent that employees have preferences for a 
retirement benefit, they are more likely to be 
for the features of the benefit rather than for a 
particular plan type; workers understand 
features like value, portability and flexibility, 
investment risk, and retirement income 
security.  
 
A DB plan offers considerably more 
opportunity than does a DC to design a 
retirement benefit with features that are 
attractive to employees. In doing so, the DB 
plan facilitates a key objective for offering a 
retirement benefit: assisting employers in 
attracting and retaining quality workers. 
 
As evidence of employee preferences for their 
retirement benefit, in recent years, when given 
the opportunity to choose between a DB and a 
DC plan, preponderant majorities of public 
employees have chosen the DB plan.  
 
Analysis 
Over the past two decades, many Americans 
have become familiar with the term 401(k) 
plan. In the wake of more than three years of 
equity market declines and corporate 
accounting scandals, the 401(k) plan also is 
perceived as a risky and unreliable retirement 
benefit arrangement.  
 
401(k) plans are only the most popular and 
recognized of several forms of defined 
contribution plans. Among public employees, 
403(b) and 457 plans are common. Regardless 
of which plan type is available, recent equity 
market declines have heightened participant 
sensitivities about some plan features when a 

DC plan is an employee’s primary potential 
source of retirement income. These pitfalls 
include: 
 
• retirement plan account balances can 

decline, and sometimes they decline 
significantly 

• these plans offer no assured retirement 
benefit 

• plan assets can be exhausted well before 
death  

• requiring amateur investors to make their 
own investment decisions can result in 
poor returns, even in a rising market 

• market conditions at the date of 
retirement can significantly affect the 
level of retirement income available 

 
The abstract notion, which may have peaked 
during the late 1990’s, that a DC plan can 
generate considerable wealth, has given way 
to a more sober and realistic perception that a 
DC plan by itself is an unreliable and 
precarious method for attaining retirement 
income security. Although DC plans have 
many positive attributes, this plan type is 
limited in its ability to include features that 
meet important employer objectives and that 
are attractive to employees. 
 
By contrast, a DB plan design lends itself to 
extensive creativity to accommodate employer 
needs, including attracting and retaining 
quality employees. Some features that are 
attractive to employees and that can be 
designed into a DB plan include value, 
portability and flexibility, reducing investment 
risk, and increasing retirement income 
security. 
 
Value 
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As with any other form of compensation, 
value is a primary consideration when 
assessing a retirement benefit. A worker’s 
perception of value in a retirement benefit 
may take several forms, perhaps most notably 
the presence and size of an employer 
contribution, and some protection against loss 
of principal.  
 
Nearly all DB plans offered to public 
employees provide an employer contribution; 
in some cases, public employers fund the 
entire cost of the DB plan. This increases the 
ability of employees to contribute to a 
supplemental DC plan account or other 
savings plan. 
 
By definition, a DB plan protects participants’ 
principal. Vested DB plan participants qualify 
for a retirement benefit that is assured 
regardless of market performance. By 
contrast, DC plans typically provide no 
protection against market losses: even the 
most generous employer contribution to a DC 
account can be eroded through poor 
investment returns. 
 
Portability and Flexibility   
This paper’s chapter on portability highlights 
the progress DB plans have made toward 
providing portability to plan participants, 
including reduced vesting periods, distributing 
employer contributions to terminating 
participants, and paying interest on participant 
accounts. 
 
DB plans also offer flexibility. For example, a 
growing number of DB plans feature 
PLOP’s—partial lump sum option plans. A 
PLOP allows retiring participants to take a 
portion of their retirement annuity as a lump 
sum. DROP’s – deferred retirement option 
plans—also make DB plans more flexible and 
portable by allowing employees to postpone 
retirement and accumulate a cash balance that 
supplements their retirement annuity. 
 
Most DC plans offer more portability than DB 
plans. Yet as discussed in the chapter on 
portability, too much portability can damage 

long-term retirement income security. 
Evidence shows that a majority of terminating 
participants cash out their DC plan assets, 
rather than rolling them into another 
retirement account. This defeats a 
fundamental retirement benefit objective—
providing a source of retirement income. 
 
Similarly, portability challenges retiring DC 
plan participants, as retirees have no assurance 
their assets will last the remainder of their 
lives. Retirees may spend all their assets at 
once, or at a rate that exhausts the assets well 
before their death. 
 
In theory, portability and flexibility are 
salutary features of a retirement benefit, and to 
some extent, these features add value. Prudent 
retirement plan design, however, which 
considers the long-term retirement income 
security of plan participants, suggests there 
should be some limit on the extent of the 
plan’s portability and flexibility.  
 
A DB plan enables employers to balance the 
plan’s portability and flexibility while 
protecting participants’ long-term retirement 
income security needs. There are restrictions 
to offering such balance through a DC plan. 
 
Investment Risk 
The opportunity to manage their own 
retirement assets appeals to some employees. 
Most public employees have access to a 
voluntary DC plan that supplements their DB 
plan, enabling those who wish to manage a 
portion of their own retirement assets to do so. 
 
As discussed in a previous chapter, most 
employees do not consider themselves to be 
knowledgeable about investments. Experience 
demonstrates that employees engage in a 
variety of practices resulting in investment 
returns that often fall well short of both 
market returns and returns of professional 
investment managers. This is a primary reason 
for NASRA’s support of a DB plan as an 
employee’s primary retirement benefit 
arrangement, supplemented by a voluntary DC 
option. 
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The Experience of Employee Choice 
Since 1997, large numbers of public 
employees in Michigan, Florida, Ohio, and 
South Carolina have been given an 
opportunity to participate in a DC plan as their 
primary retirement benefit. The experience in 
these states creates a persuasive case study of 
employee retirement benefit preferences.  
 
In each case except Michigan, the employer 
contribution equaled or exceeded the 
contribution to the DB plan; in Michigan, the 
employer contributes four percent of salary 
plus a matching amount of up to an additional 
three percent.  
 
In each state, an overwhelming majority—
more than 90%—of those eligible to switch 
elected to stay with the DB plan.  
 
This experience is consistent with a survey 
conducted by the Ohio Public Employees 
Retirement System of its members with less 
than five years of service credit. The purpose 

of the survey was to determine these 
employees’ attitudes and preferences for a 
retirement benefit. The findings of Ohio 
survey included the following: 
 
• When members were asked to rank the 

importance of 17 plan design features, 
the ability to direct money to a private 
investment company ranked 16 out of 17. 
Among the highest ranked features 
overall were portability, guaranteed 
monthly benefit after retirement, and 
health care coverage. 

• A majority of members did not consider 
themselves to be knowledgeable about 
investments. 

• More than half of the members surveyed 
(56%) expressed a preference for the DB 
plan, and an additional 32% said they 
would select the Combined Plan, which 
combines features of a DB and a DC 
plan. 6.4% said they would select the DC 
plan. 
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NASRA White Paper 

The Myth: “Workers in defined contribution plans will receive substantially higher 
benefits than those offered by defined benefit plans.” 
 
Summary 
Although accumulating wealth is an 
admirable objective, the chief purpose of an 
employer-sponsored retirement plan is not 
to make workers rich. Rather, the central 
purpose of an employer-sponsored 
retirement plan is to promote workers’ 
retirement security. 
 
Among participants whose primary 
retirement benefit is a defined contribution 
plan, some will, in fact, receive 
substantially higher benefits than they 
would under a defined benefit plan. 
However, many workers will fare worse 
under a DC plan, and some DC plan 
participants will have no retirement assets 
at all. 
 
By providing an assured benefit whose 
value is known in advance of retirement, a 
DB plan meets the fundamental and 
imperative objective of a retirement benefit: 
to promote retirement security. 
 
Analysis 
Proponents of establishing a DC plan as 
workers’ primary retirement benefit 
contend that simple math illustrates a 
compelling argument in their favor: by 
calculating the contributions an employee 
and his employer will make during the 
employee’s working life, and factoring in 
projected investment returns, a DC plan 
will generate a larger annual benefit than 
would be available through a DB plan.  
 
The problem with this argument is that it 
ignores decisions made by plan participants 
that can reduce and even eliminate the 
value of a DC plan. Some of these decisions 
are discussed in greater detail previously in 

this paper, and are summarized briefly 
below. 
 
Factors Limiting the Value of a DC Benefit 

• Many DC plan participants “cash 
out” their retirement savings when 
changing jobs, instead of 
transferring those assets to another 
retirement savings plan. A recent 
study by Hewitt Associates found 
that 42% of 160,000 401(k) plan 
participants who terminated 
employment cashed out their assets, 
rather than rolling them to an IRA 
or to a future employer’s retirement 
plan. This paper’s chapter on 
portability presents substantial 
empirical evidence of pervasive 
“leakage” from retirement savings 
accounts. 

 
• Most workers make poor investors, 

resulting in investment returns well 
below the level needed to ensure 
retirement security. The chapter on 
DC plan participants managing 
retirement assets themselves 
describes workers’ lack of 
knowledge and financial acumen 
necessary to generate investment 
returns anywhere near those 
assumed by DC plan advocates. The 
studies cited in this chapter describe 
a litany of harmful investment 
strategies engaged in by DC plan 
participants, such as taking on 
excessive or inadequate investment 
risk, market timing, borrowing from 
their retirement savings, and 
following trends, rather than 
establishing and staying with an 
appropriate asset allocation. 
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• Contrary to the theoretical models 
presented by DC proponents, every 
worker does not promptly enter the 
workforce in a full-time job after 
completing high school or college, 
and continue working until reaching 
retirement age. A substantial body 
of research has described the growth 
in so-called non-standard work 
arrangements, in which many jobs 
are seasonal, part-time, temporary, 
contract, or otherwise not permanent 
and full-time. The 2002 Census of 
State and Local Government and 
Payroll found that state and local 
governments employed 13.8 million 
full-time employees and 4.5 million 
part-time workers. Whatever 
pension arrangements are in place 
for these part-time workers, their 
contributions are undoubtedly less 
than those implied in the models 
used by DC plan proponents.  

 
Non-standard work arrangements 
are especially prevalent among 
workers under the age of 35, a time 
when making contributions and 
taking advantage of compound 
interest is critical to accumulating 
sufficient assets to ensure retirement 
security.  

 
Similarly, many employees move 
into and out of the workforce for a 
variety of reasons, such as to have 
and raise children, for other family 
reasons, and for retraining or to 
increase their education. Some 
workers stop working before 
reaching normal retirement due to 
health reasons. In each of these 
instances, contrary to the 
assumptions of DC plan advocates, 
DC plan contributions are not being 
made. 
 

Each of the factors listed above results in 
fewer assets available to plan participants at 
retirement. A worker who experiences one 

or more of these factors is likely either to 
have lower benefits in retirement than those 
offered by a DB plan, or to be required to 
work longer than they would if a DB plan 
were their primary retirement benefit. The 
idea that DC plan participants will retire 
with higher benefits is simply untrue for 
many workers. 
 
Effects of Longevity and COLA’s 
Even for a DC plan account with an initial 
retirement benefit that is greater than the 
benefit the worker would receive under a 
DB plan, there is good chance that the real 
purchasing power of the benefit will fall 
below that of a DB plan during the 
worker’s remaining life. There is also a 
chance that the worker will outlive his or 
her assets.  
 
The median life expectancy of a 65 year-old 
American is 85. One-fourth of all women in 
America age 65 will reach 93; one-fourth of 
American men who are 65 will live to be 
88. Most DC plans contain no cost-of-living 
provision. Yet, an annual inflation rate of 
2.5 percent from age 65 to 93 will reduce 
the purchasing power of a retirement 
benefit by more than half. 
 
Even worse than a benefit that is 
deteriorating due to inflation is a benefit 
that is exhausted before death. Yet this is a 
very real possibility for retirees with a DC 
benefit who live long enough, or who spend 
their assets quickly enough. 
 
Thus, even in cases where a DC benefit 
initially exceeds the amount that would be 
provided by a DB benefit, that advantage is 
likely to disappear during a worker’s retired 
life. For these reasons and others described  
throughout this paper, NASRA supports a 
defined benefit plan as a worker’s primary 
retirement benefit, supplemented by a 
voluntary defined contribution benefit. 



 

Source:  Public Fund Survey of NASRA/NCTR (www.nasra.org and www.nctr.org) and U.S. Census Bureau.  Data compiled by NASRA.  
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• Public Pension Plans are in Good Financial Condition. As a group, state and local pension systems have nearly 90 percent of 
the funds required for each dollar they owe in liabilities. These assets are professionally managed and invested for the long-term 
based on sound investment policies. As shown on the following chart, the more than $2 trillion (in real assets, not IOU’s) held by 
these plans are an important source of liquidity and stability for our financial markets:  

 
 

 
 
 
 
 

 
 
 
 
 
 

• The Bulk of Public Pension Benefit Funding is NOT Shouldered by Taxpayers.  In fact, employer (taxpayer) contributions 
to state and local pension systems make up only one-fourth of revenues. Earnings from investments comprise the majority of public 
pension fund revenues. Unlike in the private sector, most public employees are also required to contribute to their pension plans. 
The chart below summarizes the sources of public pension revenue for the 20-year period ending in 2002: 

 

 
 

 
 
 
 
 
 
 
 
 
• Public Retirement Plans Attract and Retain the Nation’s Essential Public Workforce. There are more than 20 million 

working and retired state and local government employees. They live and work in virtually every city and town in the nation and 
comprise more than 10 percent of the U.S. workforce. Nearly two-thirds of the public sector workforce is employed in education, 
public safety, or corrections. Retention of experienced and trained personnel in these positions and many others is critical to sound 
delivery of public services.  

• State and Local Pension Plans are an Integral Component of National, State and Local Economies. Public plans 
distribute $120 billion annually in benefits to 6 million retirees, disabilitants and beneficiaries, with the average annual pension 
benefit equaling roughly $18,500. These payments are vitally important to future economic growth. They are steady and 
continuous, increase with inflation, and provide a strong and locally-disseminated economic stimulus (most retired public 
employees live in the same area they worked).  A 2004 study found state and local government pension distributions contribute 2.0 
percent more to GDP (over $200 billion more) than if they had been invested in self-directed 401(k)-type retirement accounts.  

• State and Local Plans are Subject to Comprehensive Oversight. While private sector plans are subject solely to federal 
regulation, state and local government plans are creatures of state constitutional, statutory and case law and must comply with a 
vast landscape of state and local requirements. These plans are accountable to the legislative and executive branches of the state; 
independent boards of trustees that include employee representatives and/or ex-officio publicly elected officials; and ultimately the 
taxpaying public. 

• State and Local Pension Funds Earn Competitive Investment Returns. For the 5- and 10-year periods ended 12/31/04, 
public pension funds earned 4.1% and 10.2%, compared to corporate pension plans’ returns of 3.9% and 10.8%. 
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National Association of State Retirement Administrators 

Overview of plan types and  
their use among statewide retirement systems 

 
According to the U.S. Bureau of Labor 
Statistics, roughly ninety percent of state and 
local government employees participate in a 
defined benefit (DB) plan as their primary 
retirement benefit; defined contribution (DC) 
plans serve as the primary retirement benefit for 
most others. Some workers have a hybrid plan 
as their primary benefit; for purposes of this 
discussion, a hybrid is considered to be a form 
of DB plan. The summary below focuses on DC 
plans on a statewide level involving major 
employee groups: teachers, general employees, 
and public safety personnel.  
 
Many of the 10 percent of state and local 
government employees with a DC plan as their 
primary retirement benefit are higher education 
faculty and staff, many of whom have been 
given an opportunity to choose between a DB 
and a DC plan. Also, a number of states provide 
a DC plan for selected, usually narrow 
employee groups, such as elected and appointed 
officials and unclassified or exempt staff. 
 
This summary does not present a complete 
inventory of DC plans among state and local 
government employees. Although exact 
statistics are unavailable, most public 
employees participating in a DB plan also have 
access to a supplemental, voluntary DC plan. 
Such plans typically are identified by the 

section number of the Internal Revenue Code 
authorizing them, for example, 457, 403(b), 
401(a) and 401(k). These plans also are referred 
to as deferred compensation plans, tax-sheltered 
annuities (TSA’s), and money purchase plans.  
 
Some public employers provide as their 
workers’ primary retirement benefit a hybrid 
plan, which incorporates elements of both DB 
and DC plans. Hybrids come in two basic 
forms: one form combines features of DB and 
DC plans into a single plan, and sometimes is 
referred to as a cash balance plan. This form 
provides a benefit based partly on the 
employee’s length of service, as in a DB plan; 
and partly on the plan’s investment return, as in 
a DC plan. 
 
A different and more common form of hybrid is 
made up of two distinct and separate plan types: 
a traditional DB plan, normally with a lower 
multiplier; combined with mandatory 
participation in a traditional DC plan. 
 
A 2003 resolution expresses NASRA’s position 
that a DB plan should serve as an employee’s 
primary benefit, and should be supplemented by 
a voluntary DC plan. This resolution also 
expresses NASRA’s support for changes in this 
structure that accommodate many of the 
objectives supported by advocates of DC plans.

 
*    *    *    *    *  

 
Following is a summary of DC plans and recent changes in plan types affecting major state employee 
groups and of state employees with access to a DC plan as their primary retirement benefit:  
 
• Most public employees in Indiana, including public school teachers and state employees, participate 

in a hybrid plan that provides a traditional DB plan with a retirement multiplier of 1.1%, accompanied 
by a DC benefit based on investment returns. 

 
• The Texas County & District Retirement System and the Texas Municipal Retirement System 

provide hybrid plans that base benefits on a combination of service, contributions, and investment 
returns. 

 



• In 1987, the District of Columbia closed its DB plan to new employees other than teachers and 
public safety personnel. Employees hired since October 1, 1987 participate in a DC plan plus Social 
Security. 

 
• In response to severe actuarial underfunding, West Virginia in 1991 closed its DB plan to new 

teachers and created a DC plan in its place. In 2005, the state legislature reopened the DB plan to new 
hires and authorized DC plan participants to vote to switch to the DB plan. 

 
• In 1995, Washington state created Plan 3 for new teachers and existing participants who elected to 

switch from the traditional DB plan. Plan 3 is a hybrid plan in which the employer funds a DB 
component with a multiplier of 1.0%, and the employee contributes to a DC account. New state and 
local government employees subsequently have been added to Plan 3. 

 
• In 1997, Michigan closed its DB plan to new state employees. Existing plan participants were given 

the option to remain with the DB plan or to switch to the new plan. Approximately 94% of those 
eligible to switch stayed with the DB plan. In the new DC plan, the state contributes four percent plus 
matches the employee’s contribution up to another three percent.  

 
• Ohio created an optional DC retirement plan in 1998 for new education employees and those not yet 

vested (five years). Under this plan, new employees may choose from among three alternatives: a DC 
plan, the traditional DB plan, or a hybrid. These options were extended to teachers in 2001 and to 
state and local government employees in 2002. More than 95% of active, working state and local 
employees eligible to choose opted for either the traditional DB plan or the hybrid (combined) plan, 
with the vast majority of those electing to remain with the traditional DB plan.  

 
• Beginning in 2000, new and current teachers and educational employees in South Carolina were 

given a choice to participate in a DC plan as an alternative to the DB plan; this option was extended 
to state and local government employees in 2002. Approximately three percent of those eligible 
elected to switch to the DC plan. 

 
• Also in 2000, Florida established an optional retirement plan for all current and future FRS 

participants. This legislation allowed existing to participants to make one of three choices: remain 
with the DB plan; switch to the DC plan but keep their existing DB service credit; or switch to the DC 
plan and transfer the cash value of their DB plan credit to their new DC account. Approximately 95% 
of existing employees elected to stay with the DB plan. 

 
• New and existing employees in the Montana PERS were given a choice between the traditional DB 

plan and a DC alternative during a one-year open enrollment process that ended in June 2003. 
Approximately three percent of those eligible elected to participate in the DC plan. 

 
• In 2002, in response to concerns that employees were not accumulating enough for retirement in their 

DC plan, the Nebraska Legislature established a hybrid cash balance plan for new state and county 
employees and existing DC plan participants who elected to switch. 

 
• In 2003 Oregon established a hybrid plan for new Oregon PERS participants, in lieu of the traditional 

DB plan. The plan combines a DB component multiplier of 1.5% (1.8% for public safety personnel), 
funded by the employer, with mandatory participation in a DC plan, funded by the employee (unless 
the employer elects to make its employees’ contributions). 

 
• In 2004, Colorado established a defined contribution option for new state employees beginning 

January 1, 2006. 
 
• In 2005, the Alaska Legislature closed the DB plan for most public employees in the state hired after 

June 2006, including school teachers and state employees. 

Source: NASRA and EBRI            For questions or comments contact Keith Brainard   keithb@nasra.org  
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Background

• Definition of Terms
– Defined Benefit
– Defined Contribution

• Private vs. Public plans
• Benefits of pooling
• Miscellaneous vs. Public Safety
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City of Lodi
History of PERS Contributions
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Employer rates vary due to three 
primary causes…

1. Benefit level augmentation
2. PERS investment performance
3. Rate smoothing
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History of PERS Rates
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City of Lodi
History of PERS Rates
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League of California Cities’ 
Recommendations 

• League’s Task Force agreed upon 
guiding principles and made 
recommendations for changes in 
system

• Guiding principle is to maintain the 
Defined Benefit plan

• Roll back/repeal plans providing 
benefits in excess of fair standard of 
living and are not financially 
sustainable



League of California Cities’ 
Recommendations

• 50% offset for Social Security 
Benefits

• Change cap to 100% for 
Miscellaneous employees and 
age 55 retirement for Public 
Safety employees

• Repeal highest one-year 
compensation with highest 
three years compensation



League of California Cities’ 
Recommendations

• Provide Defined Benefit plan 
alternatives for non-career 
public service employment

• Give employers greater 
flexibility in determining when 
part-timers are entitled to 
public pension benefits



League of California Cities’ 
Recommendations

• Retirement contribution rates (over 
time) should be constructed to stay 
within reasonable range of the 
normal cost of public pension plans 
in California

• Establish resources that help smooth 
the volatility of pension benefit costs

• Employee responsibility for rates 
needed above the “normal cost” 
threshold 



League of California Cities’ 
Recommendations

• Full tax-exempt disability retirement 
should be retained for employees 
who are injured and cannot work in 
any capacity

• Reform the disability pension 
provisions of public retirement 
systems to restrict benefits when a 
public employee can continue to 
work at the same or similar job after 
sustaining a work-related injury



League of California Cities’ 
Recommendations
• Retain transferability of benefits 

across public sector employers
• Minimize any disparity between 

current and prospective public 
agency employees

• Any reductions or changes to 
current Defined Benefit plans 
should be considered in context of 
other compensation issues that will 
tend, over time, to “equate” 
compensation plans within and 
across public agency employers



League of California Cities’ 
Recommendations
• Public agencies that do not make the 

Annual Required Contribution 
under GASB 27 should be made 
subject to appropriate oversight

• The membership of the Public 
Employees and Retirement System 
Board should be changed to achieve 
both a better balance of employer 
and employee representatives as 
well as a better balance of public 
agency representatives



City of Lodi Pension Direction
• Follow in general terms the League’s 

Pension Reform Guidelines
• Explore trade-offs of 100% employer 

payment of employee’s share
• Explore cost saving options, other than 

Social Security, for part-time employees
• Re-affirm Lodi’s CalPERS contract to 

“exclude persons compensated on an 
hourly basis” (the 1,000 hour rule)

• Explore alternatives to PERS for enhanced 
Miscellaneous employee retirement
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Inside America’s next financial debacle 
By Roger Lowenstein ., 

hen I caught up with Robert S. Miller. the chief executive of Delphi Corporation, last sum- W mer, hewas still pitching the fantasy that his company, a huge auto-parts maker, would be 
able to cut a deal with its workers and avoid filing for bankruptcy protection. But he acknowledged 
that Delphi faced one perhaps insuperable hurdle - not the current conditions in the auto business 
so much as the legacy of the pension promises that Delphi committed to many decades ago, when it 
was part of General Motors. This was the same fear that had obsessed Alfred P. Sloan Jr., the storied 
president of GM, who warned in the 1940s that pensions and like benefits would be “extravagantbe- 
yond reason.” But under pressure from the United Auto Workers union. he granted them. And as fu- 
ture auto executives would discover, pension obligations are - outside of bankruptcy, anyway - 
virtually impossible to unload. 

~ . ,  . “.r 
L Unlike wages or health benefits. pension ben- west Airlines, whose pension promises to 

efits cannot be cut. Unlike other contracts, workers exceeded the assets in their pension 
which might berenegotiatedas business condi. ’ funds by an estimated $16 billion. 
tions change, pension commitments are lorev- The three filings have blown the lid off 
er. And given the exigencies of the labor mar- America’s latest, if long-simmering, financial 
ket, they tend to be steadily improved upon, a t ’  debacle. I t  is not hedge funds or thereal-estate 
least when times are good. , , bubble - it is the pension system, both public 

For the UAW, Miller noted forlornly, “30 and and private. And it is broken. 
Out” - 30 years to retirement - became a rally- I The moral hazard of insurance:Theamount 
ing cry. Eventually, the union got what it , ofunderfundingincorporatepensionplansto- 
wanted,and workers whostartedon theassem- tals5450billion. Part ofthatliabilityisattribut- 
blylineafterhighschool found they could retire able to otherwise healthy corporations that 
by tlieir early 50s. “These pensions were cre- will most likely, in timc. make good on their 
ated when weall used to work until age 70 and obligations. But thc plans of the companies,, 
then poop out at 72.” Miller told me. “Now if that fail will become the responsibility of the 
you live past 80, a not-uncommon demo- government’s pension insurer, the PensiJn 
graphic, you’re going to be taking benefits for Benefit Guaranty Corporation. The PEGC, 
longer than you are working. That social con- t PENSIONS, page= 

Recently, Miller and Delphi gave in to the RogerLowenstein isacontributiqg Writerto 
pressureand sought protection under the bank- theNew York TimesMagazine, fiom which 
ruptcy code - the largest such filing ever in the fhisarticle is excepted. Lowcnsfein has  wrif- 
auto industry. I t  followed by a few weeks the fen about SociaiSecurityurtd health carere- 
Chapter I 1  filings of Delta ?!ir Lines and North- formforfhernagazir.e. 

~. . ~ ” . . _ ~ ~ . ~  ~~ tract is under severe pressure.” i ’ 



n: Bush wants 
to end permissiveness 

W FROM PAGE El private pensions. Erisa. accord- by public-employee unions, 
which collects premiums from ing to historian James Woolen. pushed through numerous bills 
corporations and, in theory, is who wrote a history of the act. to increase benefits. One raised 
:apposed to be self-financing,'is completed the transition of pen- the pension of statetroopersretir- 
deeply in the hole, prompting sions into a part of the social ing at age 50 to 3 percent of final 
comparisons to the savings-and- safety net. It was also the birth of salary times Ihe number of years 
loan fiasco of the 1980s. Just as moral hazard. served. (Previously, the formula 
S&Ls ofthateratookfoolish risks Erisa, which would be was 2 percent at age 50, more if 
in part because their deposits amended several times, was sup- you were older.) Thus, a cop 
wereinsured, IhePBGC'sguaran- posed to ensure that corporate hired at age 20 could retire at 50, 
tee encouraged managements sponsors kept theirplans funded, find another job and get a pen- 
and unions to raise benefits ever The act includes a Byzantine set sion equal to 90 percent of his fi- 
higher. of regulations that seemingly re- nal salary. 

In such situations, individuals quire companies to make timely The higher benefits trickled 
%re tempted to take more risk contributions. As recently as down to the local level. as mun- 
.han is healthy for the group: 2000. most corporafe plans were lies that feared losingpoliceoffic- 
xonomists. in a glum appraisal adequately funded, or at least ap- ers to the state felt forced to copy 
if human nature, call it "moral peared to be. Their assets took a the formula. Counterintuitively, 
lazard." The PBCC is now $23 serious hit, however, when the asbenefits weregoiogup,theCal- 
)illion in the red. If nothing is stock market tumbled. And they ifornia Public Employees Relire- 
lone to fix the system, the Con- were burned again when interest meot System. which was boast- 
:ressional Budget Office fore- rates fell. ing high returns in the stock mar- 
: a s k  the deficit will mushroom Since pension liabilities are, ket, alloweds~ateagenciesandlo- 
o more than $100 billion within for the most part, future liabili- cal governments to reduce their 
wo decades. ties, companies calculate their contributions. 

As bad as that sounds, the prob- present obligation by applying a One of [he biggest pension of- 
em of state and local govern- discount rate to what they will fenders is San Diego, where six 
nenl pensions is even worse. owe in the future. As interest membersolthepensionboard,in- 
'ublic pensions, which are paid rates move lower, they have to cluding the head of the local fire- 
iy taxpayers and thus enjoy an set more money aside because it fighters' union and two other 
mplicitformof insurance, are un- is assumed that their assets will Union officials. have been 
lerfunded by at least $300 billion grow more slowly. The principle charged with violating the state's 
nd arguably much more. In San is familiar to any individual conflict-of-interest code, a felo- 
liego, pension ahusc has effec- saver: You need to save morc if  ny. What 15 lllterestlngabouf San 
ively bankrupted the city. you expect, say, .a 5 percent re- Diego is that, juicy details aside, 
'hanks to a history 01 granting turn on your investment instead Its Pension mess actually looks 
weeter and sweeter pension of a 10 percent return. What is rather commonplace. The six 
eals that it has neglected to much in dispute is just which rate board members are accused of 
md, the city has been forced to is proper forpension accounting. making d deal to let City Hall un- 
liocate $160 million, or 8 per- When. interest rates fell, [he derfuodthepensionsystem in re- 
ent Of the municipal budget, 10 present value of pension liabili- turn for agreeing l o  higher bene- 
ieSanDiegoCity Employees Re- ties (by whatever measure) fits - including special benefits 
rement System this year, with soared. The confluence of falling for themselves. Explicitly or oth- 
imilar allocations expected for stock prices, plunging interest erwise, this is what unions and 
ears lo come. San Diego has la- ratesandarecessionin thebegin. legislators have been doing all 
led plans for a downtown li- ning of this decade was the pen- Over the COuntr)'. A senior ad- 
rary. cut back the hours on sionworld'sequivalent oftheper- ViSerOn Pensions to Gov. Arnold 
Nimming pools, gutted the fect storm. An unprecedented SChUQrzenc6ger told me he fears 
arks and recreation budget, can- wave of pension sponsors failed that ever higher benefifs areines- 
?led needed water and sewer and then dumped their obliga. capable, Riven the fact that legis- 
rojccts and lallcn behind on pot- lious on the PBGC. lators coiitrol ~hehcncfits of peo- 
oles. There is no doubt tllat Erisa oer. ple whose support is vital in  elec- 

~~ 

Why pensions matter: To un- mils companies to use s& 
erstand why pensions are still doubtful arithmetic. For in- 
nportaot, you have to under- stance, the law lets corporations 
.and the awkward beast that "smooth" changes in their asset 
enefits professionals refer to as values. If the stocks and bonds in  
ie US. retirement system. I t  is their pension funds take a hit (as 
01 really one "system" but happened to just about every 
m e ,  which complement each fundrecently). they don't have to 
lher in the crudest of fashions. fully report the impact. Nor do 
he lowest tier is Social Security, they have to ante up fresh funds 
'hich provides most Americans to compensate for the loss lor live 

[ions. 
CalPERS, the country's biggest 

state-employee retirement sys- 
tem, responds that the pension 
system has worked well. And for 
CalPERS's 1.4 inillion members, 
i t  has. The average benefit for re- 
tirees is $21,000 a year, more 
than most at General Motors. But 
at some point, the interest of the 
public and the interests of puhlic 
employees diverge. 
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mere subsistence, there are pen- 
sions and 401 (kl‘s. Currently, 
more than half of all families 
have at least one member who 
has qualified for a pension at 
some point in his or her career 
and thus will beeligibleforaben- 
efit. And among current retirees, 
pensions are the second-biggest 
sourceofincome, trailingooly So- 

mitted on tne liabilily siae. 

Bushauministration: I t  has esscii- 
tially declared the era of permis- 
siveness over. Among other 
changes, it wants the funding 
rules tightened. To tackle moral 
hazard, it wants to stop compa- 
nies with poor credit ratings from 
granting benefit hikes, or from 
doling out unfunded pension ben- 
efits to unions who agree to plant 
shutdowns. I t  even wants to pre- 
vent workers at some companies 
whose bonds are given a “junk” 
rating from accruing more years 
of service. 

Indeed, one reading of the ad- 
ministralion proposal is that, hav- 
ing seen the steel and airline in- 
dustriesraidthePBGC, ilisdraw- 
ing the line at the auto industry - 
whose initial distress, of course, 
prompted the agency’s’founding. 
Asked about that before Delphi 
went bust, Bradley Belt. execu- 
tive director of the PBGC, admit- 
ted “Eight auto-parts suppliers 
have come under Chapter 11 so 
far this year. No question our sin- 
gle largest source of exposure is 
the auto sector.” What has 
emerged from the Beltway skir- 
mishing thus far ‘are bills on ei- 
[her side of Congress that would 
in some ways tighten funding but 
give a special break to airlines. 
Premiums to the PBCC would 
rise from $19 per plan participant 
to$30,andvariablepremiumson 
distressed companies would be 
enforced. The bills would chip 
away (but not eliminate) gim- 
micks like “smoothing.” 

Pension vs. potholes: The 
PBGC does not protect govern- 
ment pensions, but dynamics 
similarto thosein the private sec- 
tor have also wiecked the sol- 
vency of public lans. Even in 

gospel, public-service employees 
have found it  relatively easy to 
get benefit hikes for the simple 
reason that no one else pays 
much attention to them. In the 
corporate world, stockliolders. at 
least in theory, exert some pres- 
sure on managers to show re- 
straint. But who are the public 
sector “stockholders”? Tlic aver- 
age voter doesn’t take notice 
when tlie legislature debates the 
benefits levels of firemen, teach- 
ers and the like., On tlie other 
hand, public-employee unions 
exhibit a very keen interest, and 
legislators know it. So benefits 
keep rising. 

California is a good example of 
the political forces that ’ have 
driven benefits higher. In the 
’90s. Gov. Gray Davis, a Demo- 
cia! who was strongly support?? 
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states where bu B get restraint is 
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egger tried 10 move California lo 

tion ulan .(for new emnloveesl. 
d 4UllKJ-StyIe u‘lllled contribu- 

cades of their existence was suffi- 
ciently rosy that few people shed 
tears overthe slow demise 01 pen- 
sion plans or were even aware of 
how signilicantly pensions and 
401[k)’s differed. But 401(k)’s 
were intended to be a supple- 
ment to pensions, not a substi- 

but the Legislaturc-rel~ed‘to.go 
along. .Schwarzenegger : :has 
vowed to revisic: the issue ‘in 
2006. 

While mobility isgeneraUy con- 
sidered ‘a .‘virtue in’ the modern 
economy; it isn’t appropriate ev- 
erywhere. It may be desirable for 
asoftwareengineerto move from 
job to job. notes Robert Walton, a 
CalPERS assistant execu!ive;“Ior 
leachers,.firefighters. nurses, en- 
gineers, that -isn’P.the type of 
work force you want.” Stabilityis 
avirtue.Thetrickisto lorcelegis- 
latures to commit to funding with 
the same zeal with which they 
commit to benefits. 

Carl DeMaio;,direclor of the 
Performaoce.lnstitute, which ad- 
vocates better ’ government ac- 
countability, is lobbying fora fed- 
eral law thalwould impose Erisa- 
type NIPS on.public plans. An- 
other solulion.might be found in 
the Texas Municipal Retirement 
System, which represents 800 cit- 
ies and towns in the state. I t  has a 
blended syswm of automatic em- 
ployer and’.,employee conuibu- 
lions that aremanaged bythe-sys- 
tern and .turned into an annuity 
upon relirement. These sorts of 
remedies could avert plenty of fu- 
ture San Diegos..In:principle they 
arcquitesimple. Itisonlythepoli- 
tics that are.difficul1. 

I t  would benice tothinkthatre- 
form would.include.a.future. lor 
pensions, but on, the private side 
at least, ilis doubtful. As Delphi’s 
Miller put it simply: “A pension 
plan makes no sense in today’s 
world. It‘s not wise for a com- 
pany to make financial promises 
40 or 50 years down the road? 
Most American executives would 
agree. Miller says he has not de- 
cided what to do at Delphi. If 
workers grant wage concessions, 
he has said, the pension plan, 
wliicli.is $4.5.billion shy of what 
it  needs, might even survive. 
This has the sound 01 a bargain- 
ing ploy. Knowing that the PB- 
GC’s guarantee is in place, the 
unions will probably insist bn 
keepinglheir wages asclose to in- 
lac1 as they can, and Miller will 
probablyeiid up handingthepen- 
sion plan over to the agency, just 
as he did at Bethlehem. Tnen. 
Miller and other executives will 
get stock and dandy bonuses in a 
new Delphi that is happily 
stripped of pension obligations, 
and some 45,000 employees and 
retirees will, in time, happily col- 
lect their pensions - courtesy of 
the U.S. government. Moral haz- 
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